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PREFACE 


Most of the treatises that deal with present-day 
monetary problems, as well as the descriptive works 
dealing with modern monetary systems, are pervaded 
with conceptions and terms that owe their origin 
to the conventions of accountancy. Such concep- 
tions and conventional phrases may have much 
value within their proper sphere; but outside this 
sphere their application can lead to anomalous results, 
It may, for example, be expedient and necessary that 
the accountant should place the Preliminary Expenses 
of a company among its Assets, and its Issued Capital 
among its Liabilities; but for other than accountancy 
purposes to group the former with the company’s 
plait and the latter with its ordinary commercial 
debts would hardly fail to involve the drawing of 
misleading inferences. 

In the sphere of monetary theory such misleading 
inferences are at Jeast equally possible. For account- 
ancy purposes. a State issue of paper money may 
reasonably be described as a forced loan, and the 
money of which members of the public are registered 
as holders at the banks may similarly be described 
as loans by the depositors to the banks. But when 
it is argued from these premises, supplied by account- 
ancy, that members of the public, in preferring 
that their monetary holdings should take the form 
of bank accounts rather than of coin held in purses 
and strong boxes, are placing at the disposal of the 
banking system resources that the banks are dis- 
tributing among the business community by their 
“loans,” and that an expansion of banking deposits 
Iinvalves the nuhlic ag a whole in “ farred saving”’ 
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the monetary theorists appear to me to be drawing 
unwarranted conclusions, for which an excessive 
subservience to the canons of an alien study is re- 
sponsible. One of my motives in publishing this 
volume is to register disagreement with certain + 
conclusions, arrived at by these methods, that have, 
more particularly in the last six years, won almost 
universal acceptance in academic circles. Like the 
enfant terrible in Hans Andersen’s story, I have found 
myself impelled to blurt out: “ But the king has 
nothing on !” 

In describing afresh for the non-academic reader 
the English monetary system, and in attempting 
to re-state for him the main causes of the upward 
and downward swings of the price level, I have 
avoided making unnecessary use either of the phrases 
of accountancy or of the vocabulary of economic 
theory. By approaching the consideration of the 
monetary system along the lines here indicated I 
believe that the reader will find himself better 
equipped to form reasoned views on the practical 
problems involved in the discussion of such matters 
as the effects of monetary expansion, the obstacles 
in the way of bringing about desired changes in the 
price level, or the drawbacks to the formal national- 
ization of our semi-nationalized system of banking. 

Certain passages in Part I have already appeared 
in an article in the Economic Journal for June, 1932, 
and are here reproduced with little change. 

. My thanks are due to Mr. W. E. Armstrong and 
to Mr. N. A. Morling for their kindness in_read- 
ing typescript and proof sheets and for valuable 
suggestions. 

L. A. 
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PART I 
ENGLISH MONETARY HABITS 


PART I 
ENGLISH MONETARY HABITS 
§ 1 


ENGLISH-SPEAKING communities are accustomed to 
the use of two mutually interchangeable forms of 
currency. These have come to be described in 
academic treatises as bank money and common money. 
An alternative pair of terms which perhaps brings 
out their essential characteristics better, now that in 
this country the banks have attained a position of com- 
plete popular recognition and the possibility of the 
establishment of new profit-making ventures of the 
same type need scarcely be considered, would be 
registered-stock money and bearer money. 

The former is the more important, and practically 
all large-scale payments are carried through by means 
of it. But bearer money, consisting of paper notes 
and coin (metallic notes), is still indispensable. 

In the case of the former the holder’s name is in- 
scribed on the register kept by one or other of the five 
banks. (There are some fifteen minor banks besides 
the Big Five; but if all these were amalgamated 
together, the new banking combination would still 
be smaller than any of the five. It is therefore not 
very inaccurate to treat these five as the sole banks 
in existence; and in referring to them it is convenient 
to adopt the American term “ member banks” in 


order to distinguish them from the Central Bank— 
the * Rankine Denartment af the Rank af Puclend 2\ 
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Transfers of the ownership of this money are made 
by the holder writing to the bank on whose register 
his name is placed a letter, bearing a twopenny stamp, 
authorizing the transfer; and unless the letter is 
“ crossed,” the recipient is entitled to receive the 
amount named either in bearer money or in registered- 
stock money—the customary phrase in the latter 
case being that he “ pays it into his own account.” 
The figure named is then struck off the total standing 
to the credit of the sender and added to that standing 
to the credit of the receiver. (The letter may be 
written in almost any form on any kind of material; 
but for the convenience of all the parties concerned 
the banks are accustomed to print off booklets of such 
letters, known as cheque forms, ready to have figures 
and names inserted, and bearing an embossed two- 
penny stamp.) . 

If the recipient of the money has his name on the 
register of a different bank from that of the signatory 
of the cheque, a slight complication arises. Each 
of the member banks is registered as the holder of 
some millions of what is sometimes called “ Central 
Bank Money,” but is more commonly referred to as 
its “balance at the Bank of England.” When a 
cheque drawn on Lloyds Bank is paid into Barclays 
Bank by a person having an account there, this is 
passed on to the Clearing House, where it is set. off 
against similar cheques drawn by clients of Barclays 
Bank in favour of clients of the other banks. If it 
stood alone, the Clearing House officials would arrange 
for the deduction of the amount named from the total 
standing to the credit of Lloyds Bank on the Bank 
of England’s register, and the addition of the same 
figure to the total of Central Bank Money of which 
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Barclays is the registered holder. But the number 
of such cheques that pass through the Clearing House 
(some £40,000,000,000 in a year) is so great that only 
the differences between the total in-payments and the 
total out-payments of each bank, in accordance with 
the daily figures furnished by the Clearing House, 
require to be dealt with on the Central Bank’s register. 

The bearer money in use is required by all of us for 
minor transactions, especially when we are dealing 
with strangers to whom we have no means of immedi- 
ately proving that we are the holders of registered- 
stock money and entitled to draw the cheques that 
we offer in payment. It has some resemblance to 
the various counters used by players in card games— 
tokens that at the end of the game can be turned into 
money proper—except that these particular tokens 

“are declared to be legally money throughout the 
country for all purposes, subject only to certain 
Mimitations, in the case of the metallic notes, on the 
quantity that can legally be tendered at the com- 
pletion of any single contract. 

Of this bearer money, the paper notes are issued, in 
accordance with mechanical rules laid down by Parlia- 
ment, from the Issue Department of the Bank of 
England—which might appropriately be called the 
National Cloak Room. It is definitely National; 
for all the profits made by it go, in partial relief of the 
taxpayers’ tax burdens, to the Exchequer; though 
the Bank of England, within the framework of 
certain parliamentary enactments, carries out the 
functions of management. 

Under gold-standard conditions (1925-1931) holders 
of gold were entitled to take the metal to the Cloak 
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Bank of England notes, £1 for each sovereign’s weight 
of standard gold (113 grains of pure gold plus 10 
of alloy). A holder of these tickets, provided the total 
presented by him was not less than £1,700, was, 
entitled to pass them in and remove bars of gold 
weighing 1,700 times 123 grains (or whatever the 
precise total might be). This gold he was entitled 
to export, or to sell to goldsmiths or dentists, or to 
treat in any other way that suited his convenience. 
There was continuous traffic of dealers taking in gold 
and carrying away tickets, or bringing in tickets and 
departing with gold. 

The amount of gold normally left in this fashion 
on the shelves of the Cloak Room was the equivalent 
of about 150 million sovereigns. It rarely fell as low 
as 120 millions. 

In addition, however, there are kept in the Cloak” 
Room a mass of securities, mostly but not entirely 
such documents as Treasury Bills and War Loah 
certificates representing borrowings of the British 
Government from the general public. These have 
been deposited there by the Central Bank (the Bank- 
ing Department of the Bank of England) or by the now 
defunct Currency Notes Department, which came 
into existence during the war and issued the Treasury 
Notes (now replaced by Bank of England Notes) 
that were printed to replace the sovereigns and half- 
sovereigns with which we had previously been 
familiar. The total nominal value of these securities 
was fixed in November, 1928 (when the Currency 
Notes Department was wound up), at 260 millions, 
but in the summer of 1931 it was raised to 275 millions. 

The individual items in this mass of securities 
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and replaced by others of similar value. Such 
changes are continually taking place. 

The tickets that have been issued in exchange for 
these, indistinguishable in appearance from the other ’ 
bank notes issued in exchange for gold, are known 
as the Fiduciary Issue. The total of the Fiduciary 
Issue can be altered only in response to a request from 
the Directors of the Bank of England; and the 
Treasury’s approval of this request must subsequently 
be endorsed, tacitly or explicitly, by the House of 
Commons. 

Thus the normal total of the paper notes append 
to be in existence has for the last few years been 
something over 400 millions. But as no record can 
be kept of the number annually destroyed when 
houses and shops are burned down, any more than 

* of the number that are hoarded by foreigners abroad, 
and as there is probably always a sprinkling of skil- 
fully executed counterfeits in circulation, there is no 
point in attempting to state the number with pre- 
cision. 

The suspension of the gold standard in September, 
1931, meant that holders of notes were no longer free 
to present their tickets and remove gold; and since 
then it has no longer been of advantage to private 
dealers to take in gold and demand notes. (They 
would do better by taking the gold, say, to the United 


1 Ii the Fiduciary Issue is increasea, the Banking Department hands 
over to the Issue Department either British Government securities, the 
interest on which is paid by the State to the Issuo Department as holder 
of the securities and is then handed back to the Treasury as profits, or else 
some other type of security, the interest on which will do more than cover 
the interest on an equivalent amount of the National Debt. A paper- 
money inflation in this country means, therefore, not merely a general 
lightening of the burden of the debt: it effectively wipes out part of it. 
An expansion of the Fiduciary Issue to the preposterous figure of 8,000 
millions would be equivalent to a complete cancellation of the debt. 
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States Mint, where they would receive in exchange 
dollars amounting to 4-86 times the number of sove- 
reigns that could be coined from the same gold; 
whereas the English pound since September, 1931, 
has been exchanging for less than four dollars.) 
Towards the middle of 1932, however, the Central 
Bank itself began buying gold and placing it in the 
Cloak Room, thus making it possible, among other 
things, to increase the total of paper money in circula- 
tion without any change in the amount of the Fidu- 
ciary Issue being required. This has brought about 
a slight inflation of the bearer money without alarm 
being awakened in the hearts of foreigners; for the 
foreigner’s eyes are fixed upon the amount of the 
Fiduciary Issue rather than upon the aggregate issue, 
he being accustomed to take the former rather than 
the latter as his test of inflation. 

The metallic notes are turned out by the Mint, 
which, of course, makes a substantial profit when it 
prints upon a disc containing a few pennyworth of 
silver the magic words, “ One Shilling” (meaning— 
“in settlement of all small debts this must be taken 
as the equivalent of one-twentieth of a pound”; 
or, under gold-standard conditions, “as the equivalent 
of 6-15 grains of standard gold ”). 

The Mint proceeds on the simple principle of trying, 
not to make the maximum profit for the benefit of the 
taxpayer, but to avoid becoming a nuisance by turning 
out too many or too few of each type of coin. If, for 
example, the introduction of the penny-in-the-slot 
machine means that millions of pennies are swallowed 
up for weeks at a time in places where they are no 
longer available for placing in the church plate, 
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remedy the deficiency. If, on the other hand, the 
Mint has over-estimated our liking for florins, shop- 
keepers, finding a difficulty in pushing florins back 
in change on their customers, take bags full of them 
to the branches of the banks of which they are clients; 
and the banks, finding a similar disinclination on the 
part of their customers to take large quantities of 
florins away, warn the Mint to go slow. 

Similarly it is the public habits and the public taste 
that decide the general proportions between the 
amounts of all the different forms of bearer money— 
the proportions between threepenny bits and half- 
crowns, between one-pound notes and twenty-pound 
notes, and between metallic notes in general and 
paper notes. 

But far more important than these minor propor- 
tions is the proportion between the total of bearer 
money in the hands of the public and the total of 
régistered-stock money in active circulation. This 
proportion differs widely from nation to nation. 
National habits and prejudices decide what it shall 
be. Legislation or the initiative of bankers can have 
little effect. In England the proportion established 
by English tastes and fancies and by our English 
notions of convenience appears to have settled down 
to something like £10 of “current accounts” to £3 
of bearer money. (In European countries the figures 
come much nearer to an equality—which explains to 
some extent the peculiar emphasis the European 
places on the quantity of the paper notes, rather 
than on banking figures.’) 

1 A similar difference in national tastes seems to show itself in regard 
to stock-exchange securities—Englishmen preferring registered shares and 


Europeans bearer shares. (It almost scems in these matters that there 
must be some deep-seated psychological difference between the English- 
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These current accounts are issued by the member 
banks, as definitely as paper notes and coin are issued 
by the National Cloak Room and the Mint. This fact 
is carefully disguised by the bankers—so carefully 
and effectively that many of them have honestly 
come to believe that it is not a fact at all. One of 
them, the late Dr. Leaf of the Westminster Bank, 
has even gone so far as to publish a little volume on 
banking (in the Home University Library) in which 
he has devoted special effort to proving that the 
banks do not create these current accounts. 

The form of disguise adopted has been that of 
referring to the current accounts as “ Deposits” and 
the holders of them as “‘ Depositors.” These words 
suggest that the public are in the habit of taking money 
to the banks and depositing it there. Only to the 
same extent that they can be said to take money’ 
to the various types of shop and deposit it in the 
shop tills is this true. But so persistent is the idéa 
that deposit-holders must, to some extent at least, 
be depositors of something, that even leading academic 
economists, while themselves pointing out that the 
general public does not deposit money in the banks, 
continue to discuss the extent to which the “ re- 
sources” placed by the banks at the disposal of 
industry and trade must correspond with the “ re- 
sources” placed by the community at the disposal 





man and the inhabitant of Europe or Asia, which leads the former to feel 
an instinctive confidence in official integrity, while the latter prefers a 
strong box protected by his own cunning and the strength of his own right 
hand. Is it perhaps the same difference that marks the British Constitution 
off from the typical non-British constitution—leaders of opposing political 
parties showing in their struggles a confidence in their opponents’ funda- 
mental uprightness of intention—which leads all alike to prefer our Constitu- 
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of the banks; these “resources ”’ being pictured as 
the physical equivalent of the deposits—the amounts 
of raw material and the amounts of labour services 
that the total of the deposits will buy—and the 
“ depositor ” being depicted as abstaining from their 
use. The prior question to be answered—on later 
pages I shall endeavour to provide material for an 
answer—is rather: Does the community at the present 
day place any resources whatever at the disposal of 
the banks; and if so, are these resources passed on 
to industry ? 

To return, however, to the meaning and origin of 
deposits. Normally some 150 millions of coin and 
notes are to be found in the tills and vaults of all the 
banks together (including the banking department 
of the Bank of England), and the remaining 300 
“millions in the tills of the shopkeepers, the offices of 
other business men, and the pockets of the public. 
If any of us attempt to collect coin and notes, and 
pay all that we can dispense with into our bank 
accounts, we do, for the moment, increase the total 
of deposited bearer money. But other deposit- 
holders—shopkeepers requiring satisfactory amounts 
in their tills, business men running short of cash in 
their safes, and all alike finding their pockets growing 
empty—will be driven to draw out as much bearer 
money as we (the note gatherers) have uselessly de- 
posited; and thus the effect of our action is practically 
nil, unless a large section of the public has been con- 
senting to stint itself in the matter of pocket money 
and till money. More precisely, we can, as individuals, 
only increase the total of deposits to an extent equal 
to the diminution that we can bring ourselves to 
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are individually in the habit of holding; though it is 
also true that if, as our current accounts mount up, 
we keep transferring these to a deposit account on 
which we agree not to draw cheques without giving 
notice, we make it easter for the banks to create more 
current accounts to take their place; and thus (if the 
banks were more responsive in this matter than they 
actually are) we might do something indirectly -to 
increase, not the total of active current accounts, but 
the combined total made up of current accounts and 
dead deposits taken together. 

Now, the total of the bearer money—apart from 
pure hoards—gets distributed mto: (1) pocket money 
(personal, domestic money) held by the wage-earning 
class for all types of expenditure, and by the deposit- 
holders and their families for miscellaneous minor 
expenditures (including relatively considerable pay-" 
ments in the holiday seasons when the deposit-holder 
invades unusual types of shop or unfamiliar parts of 
the country where the validity of his cheques is not 
recognized); (2) business money held especially for 
change-giving purposes in shops (including, of course, 
such places as the railway and theatre booking-offices, 
the travelling tills of *bus conductors and newsboys, 
and the post offices with their adjacent savings- 
bank departments), and in employers’ offices for 
minor business expenditures; and (3) bankers’ till 
money. 

At the moment of changing ownership the individual 
note may be business money in the hand of the giver 
and domestic money in the hand of the receiver, or 
domestic money in the hand of the giver and business 
money in the till of the receiver. Hach week-end 
tte ot hankere’ tll monev heeamad 
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for a few hours employers’ business money before 
being transmuted into wage-earners’ domestic money ; 
and then after a short interval reappears as till money 
in public houses, cinemas, and other shops, from 
which it is rapidly passed back to become bankers’ 
till money again. This regular weekly tidal move- 
ment has its analogue in the annual tidal movements 
(mentioned in the previous paragraph) which are 
observable during the regular holiday seasons. 

The relative proportions of the notes held as shop 
till money and as domestic money must be affected 
by every change in the number of shops and in their 
topographical distribution (including their proximity 
to branch banks holding reserve till money), in the 
number of employees who become deposit-holders, 
in national habits of spending (for example, changes 
‘m the amount of internal travelling and the types 
of travel expenditure), in the mutual courtesy and 
obligingness of adjacent shopkeepers, and in shop- 
keepers’ habits of credit giving. Similarly the total 
of bankers’ till money would be affected by changes 
in the number of bank branches and the readiness of 
nominally rival branch establishments to supply one 
another with notes, as well as by all the changes 
affecting the proportions between shop money and 
domestic cash. 

The three quantities (pocket, shop, and bankers’ till 
money) mutually govern one another, after the fashion 
in which—-to use a favourite economists’ analogy— 
three round bullets at the bottom of an egg-cup 
mutually control one another’s positions. 

The shopkeeper requires miscellaneous till money . 
in order to give change to the customer who presents 
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banker requires till money because he is under a 
contractual obligation always to give on demand 
change in the form of notes in return for deposit- 
certificates brought in (for destruction) by deposit 
holders or their nominees. The main purpose in 
either case is the necessity of avoiding inconvenience 
to the shop’s customer or the bank’s client. 

Out of all these interacting forces there must emerge 
an indispensable minimum figure for the banking 
till money; but the courteous banker, like the con- 
siderate shopkeeper, will keep his actual holdings well 
above this figure. The customary total appears to be 
about 150 millions (probably reaching a weekly maxi- 
mum on Fridays and a minimum on Saturdays, and 
annual minima during the two summer and winter 
holiday seasons), of which total some 30 to 50 millions 
may be in the Central Bank. : 

If the total at any time inside the banking system 
does not rise above 150 millions, it is evident that this 
total represents the maximum of bearer money that 
can have been “deposited” and not subsequently 
withdrawn. Yet we find that the grand total of 
deposits stands in the neighbourhood of 1,800 millions, 
of which roughly one-half is composed of current 
accounts and the remainder of unused interest-bearing 
deposits. 

How, then, has the major portion of these current 
accounts come into being? They have been acquired 
by various processes of barter (to be described more 
fully later)—the “‘ depositor,” for example, handing 
over his own written promise to pay £1,050 next 
year, in exchange for a deposit of £1,000 for immediate 
use, or else surrendering the ownership of other 
people’s promises (including the long-dated promises 
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of joint-stock companies and the State—in the 
form, say, of railway debentures and Government 
stock). 

By members of the business, professional, and 
rentier sections of the public who make use of this 
form of money, it is felt to be the safest and most 
convenient form in which purely monetary wealth 
can be held. Paper notes are troublesome to count, 
liable to get intermingled with the notes provided 
by skilful counterfeiters, easily lost or stolen, and 
easily destroyed by fire or mice. Blocks of metallic 
notes kept in the pocket spoil the shape of one’s 
clothes, and have a way of slipping through linings 
and disappearing through cracks in the floor. Regis- 
tered-stock money is felt to be safer. 

Let us for a moment, however, revert to the already 
mentioned widespread belief that those who keep 
large unspent balances at a bank are providing re- 
sources that benefit industry and trade. 

Certainly those who, during the long-drawn-out 
period when the banking system was taking its 
present form, had the courage to trust the bankers 
with the custody of their bearer money, by making 
possible the development of our present convenient 
monetary customs, did much to speed up the rapid 
growth of our wealth in the last two centuries. Their 
faith in the bankers (often misplaced) allowed our 
modern system to emerge. But to talk to-day of the 
keeping of wealth in predominantly registered-stock 
form ag a method of placing resources in the hands of 
the banking system is to use the language of a bygone 
age. 

A century ago, when a banker lent, the loan took 
the farm af a narcel of newly printed nrivate henl 
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notes handed across the counter. The borrower 
made use of these much as to-day he makes use of the 
cheques that he draws upon the newly created current 
account that the bank places at his disposal. Funda- 
mentally there is no difference. The individual to 
whom the private bank note was paid by the bank’s 
client might treat it in either of the same two ways 
in which the recipient of an uncrossed cheque may 
behave to-day. He might either take it to the issuing 
bank and demand legal money, or he might continue 
to treat it as if it were not a banker’s I.0.U., but 
ordinary money to be passed on in payment else- 
where. To-day the recipient of a cheque may similarly 
demand from the bank bearer money; though it is not 
because of any doubt on his part of the bank failing to 
meet his claim if he delays that be does so, but merely 
because, for his immediate purposes, bearer money 
happens to be the more suitable. If bearer money 
happens to be, at the moment, the less convenient 
money for his purposes, he “ pays it into his account.” 
In other words, he retains it in the form of registered 
stock, seeing no reason why he should hold it im a 
more burdensome form. A century ago the holder 
of a private bank note might similarly retain it in his 
strong room or on his person. 

Tf we ignore the obvious accompanying inconveni- 
ences we can picture ourselves as continuing to use 
bank-created money to-day in much the same form 
of visible bearer money as in the days of note-issuing 
private banks. A deposit-holder’s current account 
can be imagined to be a sheet of coupons that he 
carries with him. In making a payment he detaches 
a few coupons which the other party attaches to his 
own sheet. The method would be clumsy, but in 
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principle it is identical with what happens when we 
make payments by cheque. 

These imaginary sheets of coupons are issued by the 
banks precisely as Bank of England notes are issued 
by the Issue Department, excepting that the Issue 
Department never prints them off for the convenience 
of individual applicants (even such an applicant as 
the Treasury), but turns them out to buy only such 
things as Government securities or gold. In using 
these official notes can we be said to be placing re- - 
sources at the disposal of the Bank of England? If 
not, do we place resources at the disposal of the mem- 
ber banks if we continue to use their I.0.U.’s in the 
modernized form of rights that are registered in the 
member banks’ books? By keeping up the practice 
of treating the two kinds of money as of equivalent 
validity we certainly make it possible for the banking 
system in its present form to exist; but it seems rather 
a straining of words to say that in so doing we lend 
anything to the banks. For accountancy purposes 
the Issue Department treats the notes outstanding 
as if they were the equivalent of money lent to the 
Department by their present holders; and the member 
banks similarly treat the total of the deposits as if it 
were actually money borrowed from the public and 
money that banks are liable at any moment to be 
called upon to exchange for bearer money. Yet a 
mere glance at their balance sheets shows that neither 
the Issue Department under gold-standard conditions, 
nor any of the banks under any conditions, could meet 
such calls upon them. A simultaneous demand from 
all holders of current accounts that they should be 
given in visible bearer money one-fifth of what is due 
to them would bring every bank down with a crash. 


18 THE FUNCTIONS OF MONEY 


and incidentally force every factory and shop to 
close its doors.’ 

Yet writers on the subject of banking seem never 
quite to shake off the practice of accepting these 
accountancy conventions as if they presented some 
semblance of a true picture of realities. Mr. D. H. 
Robertson repeatedly uses expressions which (to the 
reader, if perhaps not quite so definitely to the writer) 
imply that we still lend to the banks in order that 
the banks may lend to industry. “Let us suppose 
that . . . the public desires to increase the amount 
of saving that it does through the mediation of the 
bank” (Money, 1928, p. 94). “ The action required 
from the bank in order to put at the disposal of trade 
and industry just so much new saving as the public 
are disposed to make through its agency...” 
(ibid., p. 99). There is “a set of customs among 
bankers as to the uses to which they put the resources 
entrusted to their charge ” (ibid., p. 107). Mr. Keynes 
also, when dealing with the relations between the 
member banks and the Central Bank—which in this 
respect are the same as the relations between the 
public and the member banks—makes statements of 
the same sort which seem difficult to reconcile with 
realities (A Treatise on Money, 1930, vol. ii., pp. 70 
and 76).? 


1 In 1914 the possibility of this happening was guarded against by special 
legislation enacted during the four days (August 4th-7th) during which 
the banks were ordered to remain closed. 

2 As an even more extreme expression of the view here combated, the 
following may be quoted from an article by Professor Jens Warming in the 
Economic Journal for June, 1932. ‘‘ Even our deposits in the banks, which 
in the individual and legal sense are liquid, really exist in things, belonging 
to the debtors of the bank, or the debtors of the debtors.” I do not believe 
that there is a shadow of truth in this assertion, whether the deposits consist 
of book entries ot represent lumps of deposited gold. If the deposits 
“really exist in things,” is this equally true of a perfectly counterfeited 
set of currency notes? And if not, why not ? 

Modern banking history, in fact, may be said to have begun when the 
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It-is no answer to this argument to say that unless 
a sufficient number of depositors continued “ to keep 
their money in the banks,” the banks could not 
function so as to help forward the processes of pro- 
duction. The banks could not function at all unless 
people agreed to use bank money as a substitute for 
bearer money, any more than a primitive monetary 
system could function at all unless people agreed to 
use the bearer money asrmoney. Moreover, depositors 
do not “ keep money in the banks.” The only money 
kept in the banks is kept there in the same way that 
the community keeps a large part of its money in the 
tills of shops (and would feel itself aggrieved if the 
custodians of the tills allowed them to run dry). It 
is needed in both these places as brown paper and 
string are needed in shops, and writing paper and ink 
in banks. The deposits are kept and used outside 
the banks by the deposit-holders, even as we all 
keep and use bearer money outside the Issue Depart- 
ment and the Mint. In fact, if a small person who 
keeps no bank account frequently receives cheques, 
each of which he retains for a short interval, and then 
endorses and uses as a means of paying a shopkeeper, 
he is just as much a depositor as if he opened an 
account that was frequently allowed to fall to zero. 
His neglecting to register bis holdings makes no 
significant difference. 





Bank of Amsterdam (1609-1791) arrogated to itself the right to counterfeit 
and lend out its own certificates of deposit; later Central Banks were ac- 
corded tho legal monopoly of similar counterfeiting; while the deposit 
issues of present-day member banks are extensions, in a modified shape, 
of these counterfeit (or fiduciary) issues. 
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§2 

The relation between the quantity of registered- 
stock money and the quantity of bearer money in 
actual use will be the resultant of the individual 
decisions of all those members of the community 
who keep bank accounts, though partially affected 
by the monetary habits of the rest of the public. 

Let us take as an illustration a salaried person who 
saves £100 a year out of his income. He has, let us 
say, a slight feeling of uneasiness whenever his current 
account falls much below £50. Whenever it rises 
above £100 he looks round for some satisfactory in- 
vestment for which he needs to pay about £50. His 
bank balance—or the quantity of wealth that he norm- 
ally holds in monetary form—oscillates round some 
such figure as £80. Thisis his average monetary holding. 


1 This making of an investment will be described by some writers as 
constituting his real savings; by others it is treated as a socially useful form 
of spending. Owing to this diversity of terminology, the use of the words 
“saving ” and ‘‘ spending ” is full of dialectical pitfalls. 

In most treatises on- money, however, the term “ saving ” is applied only 
to monetary saving, the influence of which is deflationary, Turning a 
current account into an interest-bearing deposit account is monetary 
saving. Buying a Savings Certificate is transferring to the Government 
spending power which willimmediately be used: this is not monetary saving. 
Putting money into a Savings Bank is an instruction to the Savings Bank 
officials to buy existing Government securities: this is a neutralact. Buy- 
ing existing stock-exchange securities is also in the main a neutral act: the 
task of dealing with the money (to be saved, or to be spent ?) is passed over 
to the seller—but the indirect effect, in helping to bring about an encourag- 
ing rise in the price of shares, is to facilitate the issuing of new securities 
the proceeds of which will promptly be spent by the company directors, and 
it therefore approaches a little more closely to the buying of ordinary 
commodities, the purchasing of which tends to stimulate the production of 
similar commodities to replace them in the seller’s shop. 

There is some advantage in confining the use of the abstract term “‘sav- 
ing ® to this particular meaning; while the plural noun “savings” can be 
used for the concrete embodiments of investment. Thus our national 
savings are composed of such things as houses, shops (and everything stocked 
in them}, machines, factories, railways, ships, and docks. 

‘The stress laid in the past by most economic writers on the social] ad- 
vantages of saving was based on the tacit assumption that the saver abstained 
from evanescent gratifications in order to bring about the production of 
more permanent sources of satisfaction, such as those just enumerated. 
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A large part of his spending is done by cheque. 
With certain shopkeepers his accounts are most con- 
veniently settled by the quarterly drawing of a 
cheque. Payments, large and small, that he makes to 
professional men, or such as require to be sent through 
the post, will be made by cheque. Any payments 
whatever in excess of (say) £15 will, if possible, for 
the personal convenience of both parties to the trans- 
action, be similarly dealt with. But for many pur- 
poses he will need to use bearer money. Let us say 
that his cash expenditure (as distinct from his cheque 
expenditure) averages £2 a week. When the cash 
in his pocket falls to about £2, he replenishes it by 
exchanging £6 of registered-stock money for £6 of 
bearer money (in ordinary language, he draws out 
£6 from his bank). He has now £8, which in the 
course of succeeding weeks falls to £6, to £4, to £2, 
and is then again raised to £8. His average holding 
of pocket money would thus be about £5. And if 
there are 10,000 other persons similar to him in in- 
come and in habits, though each on occasion will 
temporarily diverge widely from his normal custom, 
these divergencies are likely to cancel out; and between 
them the total holdings of the group will vary very 
little from the figure £50,000 in bearer money, and 
(though with much wider variations) will average 
about £800,000 in registered-stock money. 

Every other deposit-holder, whether shopkeeper, 
business employer, or private person, will consciously 
or unconsciously build up similar habits. Some of 
these carry only pocket money, while others need to 
hold both pocket money and business money. 

Further, every schoolboy, every wage-earner with- 
out a bank account, every wage-earner’s family, will 
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develop corresponding habits with regard to bearer 
money; and excepting in times of personal emergency 
these habits will show little variation. Some of these 
may make use of a savings bank. The person who 
takes thirty shillings to a savings bank may be 
pictured as saying to the savings-bank officials: 
“ Here is some money that I should like to use in the 
purchase of an investment. But it is too small. 
If I tried to buy Government stock with it, too much 
of it would be swallowed up in brokers’ charges. Put 
it with the small savings of people like myself; buy 
Government securities; and if the yield of these 
securities, after the expenses of the savings bank are 
met, enables you to pay me 2 per cent. interest, I 
shall be content.” As the savings-bank depositor 
retains the right to recover, at any time he wishes, 
the equivalent in bearer money of what he has paid 
in, the savings banks must be large holders of till 
money, and for this purpose must be classed with the 
post offices, restaurants, and other shops. 

Thus the grand total of bearer money in use outside 
the banks comes to hold—except when affected by 
special movements such as accompany any holiday 
season—a fairly even proportion to the total of 
current accounts. Roughly, very roughly, it may 
be given as 3 to 10. 

But these current accounts are mainly created by 
the banks in the first instance to meet the short-lived 
needs of business men; and some of the cheques 
drawn upon them pass into the hands of those whose 
current accounts are already as large as they wish 
them to be for purposes of convenience and security. 
If then such people happen to be timid about purchas- 
ing investments—and all tend towards this form of 
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timidity in a period of general economic depression— 
they will find their registered-stock money becoming 
redundant. Accordingly they propose to their re- 
spective banks (and long-established custom has come 
to hold that they are justified in so proposing) that 
in return for an agreement not to withdraw bearer 
money for hoarding at home, and not to draw cheques 
which might lead to a transfer from their own bank’s 
account at the Bank of England to the account of a 
rival bank at the Bank of England, the bank should 
pay them a sort of blackmail fee called deposit 
“ interest’; and the banks have hitherto agreed, to 
the detriment of the rest of the community, to pay 
this curious charge. It is to the detriment of the 
community because the 20 millions or so of deposit 
interest annually so paid compels the banks to raise 
their charges, when dealing with business borrowers, 
higher than otherwise would be necessary; and 
because the existence of bankers’ deposit interest 
helps to hold up the rate of interest at which the 
Government can borrow, and therefore necessitates 
for all of us a slightly higher general rate of taxation. 
There is, of course, no social justification for the 
maintenance of this practice, any more than there 
would be a justification for our claiming interest from 
the Issue Department and the Mint for notes and 
coin that we guaranteed to keep locked up in our 
money boxes.’ Possibly, if the practice is main- 


1 More permanent effects of the same kind are produced by those who 
burn notes or throw coins into the sea. Are such people morally entitled 
to a perpetual annuity for having made a perpetual deposit? Those who 
hoard or destroy money create gaps in the monetary system, which it is 
generally desirable that the monetary authorities should repair by the 
creation of new money. Can those who thus create gaps be reasonably 
described as “‘ placing their resources at the disposal of the community ” ? 
(The phrase seems almost better applicable to those bold spirita who, in a 
time of depression, run ali the risks involved in counterfeiting and uttering 
additional notes and coin.) 
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tained, some future Government will find a simple 
method of diverting to the Treasury the equivalent 
of this quaint parody of interest payments. 

These waste deposits have in recent years amounted 
to some 800 millions; and in the early part of 1932 
they seem for the first time to have come to exceed the 
total of active deposits (or current accounts). 

Let us return, however, to the processes of barter 
by which the current accounts come into being. 

If the banks decide to purchase from members of 
the general public stock-exchange securities such as 
Consols, the ownership of which entitles the registered 
holder for an indefinite period to receive stated 
quarterly payments from the Treasury, they give the 
seller in each case a current account for the amount 
agreed upon; and this new “ deposit,” transferred 
packwards and forwards between various deposit- 
holders by means of cheque payments, may continue 
in existence for ever as an addition to the volume of 
money; its existence tending, like a State issue of 
paper money, to maintain prices at a raised level. 
If the banking system wishes, however, to counteract 
this rise, it can re-sell securities. When this course 
is taken, the buyer must draw a cheque in favour 
of the bank; and the receipt of this cheque authorizes 
the banking officials to wipe out a portion of the 
buyer’s existing current account. The purchase and 
sale of securities is therefore the appropriate weapon 
to be used by banking systems, and is customarily 


2 Just as a superabundant harvest of wheat means that the value of 
wheat may be expected to fall (more wheat having to be exchanged for the 
seme money), so 3 large crop of money means that the exchange value of 
money tends to fall (more money being given for the same goods—or, in other 
words, prices tending to rise). Any such expansion of monetary supplies 
is commonly described as inflationary; but the term “inflation ” is one that 
defies definition. 
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so used, under the name ‘Open Market Policy,” 
by the Bank of England and similar Central Banks, 
when it is desired to produce inflationary or defla- 
tionary effects upon the price level. 

The member banks also automatically practise the 
same policy, without perhaps clearly visualizing what 
they are doing. When, during periods of slackening 
trade, prices are falling and business men reluctant 
to borrow except at very low rates, the banks feel 
impelled to buy securities to maintain the flow of 
dividends to their shareholders; and by this action 
they check to some extent the downward trend of 
activity; while the rise thus produced in the prices of 
bonds and debentures makes it easier for those joint- 
stock companies that have the courage to push 
forward with projects of expansion to obtain the 
required funds from investors by the issue of new 
debentures. When, on the other hand, the gloom of 
depression is being dispersed by the reappearance 
of hopefulness, they sell their securities, block by 
block, in order to be able, through the destruction of 
the buyers’ deposits, to create in their place the new 
deposits that are now more and more urgently desired 
by manufacturers and traders, without their actions 
producing an excessively inflationary effect. 

The main function of the member banks, however, 
is not that of watching over and influencing the price 
level. This task they rightly leave to the Central 
Bank, and treat the price level as something given, 
as the business man does. They know, of course, 
that their own actions, like the actions of outstanding 
business men, must affect the price level. The more 
intelligent and more powerful leaders of business 
similarly know that their individual business decisions 
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will react upon the price level. But for neither the 
business man nor the ordinary banker is the effect 
produced upon the price level anything more than a 
by-product of his normal activities. For the Central 
Bank alone does the control of the price level become 
the central problem of its study, and its success in 
dealing with this problem the justification of its 
existence. ; 

The main function of the ordinary banker is to be 
perpetually creating money in the form of current 
accounts for individual business “ borrowers”? (in- 
cluding joint-stock companies, municipalities, and 
other groupings of individuals), in order that fleeting 
opportunities of wealth production should not be 
allowed to slip past unseized. But each of these 
creations of bank money is normally accompanied 
by the exaction from the “ borrower” of an under- 
taking to collect, within the period of the contract, 
portions of other deposit-holders’ deposits, totalling 
up to a figure named, to be handed over to the 
“lending” bank for cancellation’ Having “ bor- 
rowed” £1,000 for six months, the borrower finds 
£1,000 added to his account. This sum is not taken 
out of a stock of loanable money kept by the bank, 
nor is it obtained by the bank from other depositors’ 
stocks. It appears out of the void. Standing alone, 
it would have a minute inflationary influence, * (If 
it were a larger sum and the borrower were the leading 
buyer of some special raw material, the effect upon 

1 The similarity between this and the first mentioned method of expand- 
ing the total of deposits becomes clearer if we describe the purchase of 
Consols as the creating and handing over of registered-stock money in 
exchange for a Treasury promise of future payments at a series of aubse- 
quent dates, and describe the business “loan ” as a similar handing over of 


newly created registered-stock money in exchange for an individual’s 
promise to make one stated payment at a stated future date. 
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the price of this material would be patent; and when 
the sellers of the material themselves began spending 
the bank money they received from him, the in- 
flationary effects might possibly be observable in the 
markets from which they bought their own require- 
ments—these inflationary effects spreading further 
and further outwards, like gradually expanding and 
gradually attenuated ripples moving across the surface 
of a pond into which a stone has been flung by the 
casual banker’s care-free son.) 

The borrower has contracted to procure,and hand 
over £1,030 of other people’s deposit holdings six 
months later. If he successfully spends the loan 
money, created to suit his projects, in buying goods 
and paying labour to work them up into forms in 
which he can sell them with a profit, the £1,030 
appears again in his account as the result of his cus- 
tomers’ payments, these customers’ accounts being, 
of course, depleted to the same extent. He then 
pronounces the formula: “I repay the loan with the 
interest agreed upon.” The banker wipes the £1,000 
out of existence: it goes back into the void from which 
it emerged. The £30 he strikes out of the borrower’s 
page in the ledger; but counterbalances this by add- 
ing the same figure to another item, labelled unob- 
trusively “Other Accounts.” In due course this’ is 
again transferred to the bank’s shareholders’ current 
accounts when the bank declares a dividend; or, 
if the shareholder keeps his private account at another 
bank, he receives a dividend warrant which increases 
his account at that bank and increases that bank’s 


1 For the sake of simplicity it is assumed that the whole of this £30 is 
profit. (The incidental expenses have to be met by making additions to 
the current accounts of salaried assistants, or of firms that supply materials, 
printing service, etc.) 
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account at the bankers’ bank (the Bank of England), 
while the paying bank sees its balance at the Bank 
of England decreased by the same amount. In either 
case the final net effect is that the total of deposits 
stands exactly where it stood before the loan was 
made, though the ownership of the different fractions 
that made up this total has continued altering. 

If this process were not repeated the cancellation 
of the loan would have a minute deflationary effect 
corresponding to the inflationary effect accompany- 
ing its creation. Under gold-standard conditions the 
double operation would be closely similar to the 
effects produced by the importation of a bar of gold 
weighing 1,000 sovereigns and transferred to the 
Issue Department in exchange for £1,000 in notes, 
followed later by the presentation of the same number 
of notes to be exchanged for a similar bar of gold 
required for exportation; except that in this case 
both effects, inflationary and deflationary, would be 
roultiplied up, because the temporary increase in 
the member banks’ reserves would lead them first to 
increase and then to decrease the deposits they were 
creating for the public by an amount several times 
larger than the figure named. (1 am assuming that 
the gold importer pays the notes into his own bank 
account, or that the same thing is done by those to 
whom he passes on the notes; and that the member 
banks mechanically maintain the rule of keeping 
their deposit issues equal to nine times the total got 
by adding together their holdings of bearer money and 
their holdings of balances at the Bank of England, this 
total being generally described as their cash reserve.) 

In practice, however, one expects the banks to be 
always considering applications for similar loans from 
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other customers, and the cancellation of one loan to 
be closely accompanied by the creation of new deposit 
issues to replace it. 

One common device by which deposits are con- 
tinually being created, and which is always available 
if the banker is hesitant about granting the requests 
of the particular business borrowers who at the 
moment are pressing for accommodation, is the method 
of purchasing (or “ discounting ”) bills of exchange. 
Merchant A having sold to merchant B goods for 
which he would be willing to accept a cash payment 
of slightly under £1,000 draws upon him an order 
requiring him to pay at a named date a few months 
later the sum of £1,000. B’s signature upon this 
bill turns it in effect into a postdated cheque drawn 
by B. A endorses it, thus guaranteeing to make good 
the £1,000 if B defaults; and this document, pledging 
first B, and then alternatively A, to pay £1,000, and 
making reference to the actual despatch of goods of 
about that value (which it is usually arranged that 
B is not free to handle until at least part payment of 
the price has been made), will freely be bought by 
ordinary bankers (or those specialized banking firms 
called Bill Brokers and Discount Houses) for a sum 
of about £990. (The exact amount will depend upon 
the number of days between the purchase of the bill 
and the named date at which B must pay the £1,000, 
upon the financial standing and reputation of the 
signatories A and B,* and upon the competitively 

1 Among the most favoured types of bills are those on which B (an 
English importer, say) arrangos that C (a London Accepting House with a 
world-wide reputation) allows its name to appeat in place of his; while A 
(the foreign exporter) arranges with a foreign bank to add its endorsement 
ag a guarantee that it will make good any loss that might conceivably result 


through A’s defaulting. 
The existence in London of a remarkable group of Accepting Houses, 
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settled and continuously fluctuating “rate of discount” 
at which bankers and bill brokers find it worth their 
while to buy.) 

At first sight this purchasing by the bank of a bill 
is identical in its effects with its purchase of a similar 
amount of Consols: the seller finds his current account 
expanded by the addition of cheque-drawing power 
magically created by the bank. But in the case of the 
bill there is a guarantee of repayment, similar to and 
more binding than the borrower’s guarantee in the 
case of a straight-out loan; and thus a guarantee 
to the community that the minutely inflationary 
action of the purchase will in a short space be cancelled 
by an equivalent deflationary act. Merchant A has 
an additional £990 created for him in the form of an 
enlargement of his current account. Within so many 
weeks B must collect cheques for £1,000 drawn by his 
own customers on their individual balances, and 
pay these into his own account; while the bank 
has been authorised at the date of the bill’s maturity 
to destroy that amount. The bank destroys £990, and 
transfers £10 to the amount distributable eventually 
to its shareholders. (The transfer, of course, consists 
merely of an alteration, upward and downward, of 
the different figures in the banker’s books. Nothing 
specific is “set aside” for subsequent distribution 
to the shareholders. The insertion of the extra 
figures in the shareholders’ section of the books is a 
mere declaration of the directors’ views that they may 








of long- standing Sad ‘ifiquastianed: probity, spécialiniiig on the rendering of 
this service, has made that city the centre at which a large proportion of the 
payments in connexion with ocean-borne trade between all countries is 
normally carried out; and the rendering of this type of service has the same 
effect on the nation’s total income and the balance of trade as the export of 
many cargoes of coal or manufactured goods embodying English services 
of the more ordinary types. 


? 
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safely add certain amounts later to the shareholders’ 
accounts. The same thing might equally well be 
done if securities, such as Consols, after being bought 
by the bank had risen substantially in market value 
though no profit had been realized by the sale of 
them. This form of manipulation of its figures, 
however, is rarely carried out, the banks preferring 
rather to understate the value of such assets, so 
that their real position is generally much stronger 
than they let it appear to be. This practice of under- 
statement is known as “the building up of secret 
reserves.”’)! 

The general tendency in normal times is for the 
member banks to keep the aggregate of deposits 
{active current accounts and dead interest-bearing 
deposits) roughly stationary. The conventional rule 
for each of them seems to be to hold its share of the 
total equal to about nine times its combined holdings 
of bearer money and of claims upon the Bank of 
England (its “ balance at the Bank ”’).? 

For the whole group of banks the former figure 
(the “cash in hand”) is mainly determined by the 
multitudinous decisions of all members of the public 
taken together, depositors and non-depositors alike; 
while the activities of the Bank of England determine 
the amount of the latter. 


1 A bank’s reserve fund is not a pile of anything that has been set on one 
side. It is the excess of the estimated value of al] the assets over all the 
liabilities to outsiders. If any of the assets are undervalued, part of the 
true excess is being concealed from the shareholders. (Most conservative 
English joint-stock companies follow this same habit of telling falsehoods 
to their shareholders by underestimating the assets in their published 
balance sheets, whatever other counteracting kinds of misleading statements 
may be uttered by the chairmen at the annual meetings.) 

2 These combined holdings are generally spoken of as the bank’s “ re- 
serves.” These banking reserves should not be confused with the “ reserve 
fund” that appears under that name in the balance sheets. The latter 
has been described in the preceding paragraph and footnote. 


32 THE FUNCTIONS OF MONEY 


The total of current accounts that come into being 
is the resultant of the extent to which the banks concur 
in the public’s desires that current accounts should 
be created ; modified by the extent to which subsequent 
holders of these current accounts develop the desire 
to hoard and decide accordingly to convert them into 
dead “time deposits” (to use another convenient 
American banking term). 

If these latter were definitely and permanently dead, 
it would clearly be unnecessary for the banks to pay 
any attention to them when making their calculations 
about their “reserve proportions ” (the conventional 
ratio of 1 to 9—which might with advantage be re- 
placed by a ratio of some other figures such as 1 to 5, 
if current accounts were alone considered). But 
they are comatose rather than dead, and may, if the 
depositor gives the required notice, suddenly reappear 
as active current accounts; and thus the holder of 
these time deposits shares with the bank directors, 
to a small extent, in the power to bring about in- 
flations. 

As regards this power we have a striking example, 
as Mr. Keynes has pointed out, in the history of the 
period since 1914. 

The holder of a time deposit is essentially a person 
obsessed with a feeling of the supreme desirability 
of always having at his disposal an undiminished 
nominal capital sum. He prefers to hold a claim 
against a bank yielding a low income rather than one 
against the State bringing a better return, for the 
teason that (except in the case of Savings Certificates, 
of which each person’s possible holding is limited) he 
must retain his claim against the State in the form 
of documents the prices of which are for ever being 
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tossed up and down on the stormy waves of stock- 
exchange emotionalism. If therefore he desires, 
in emergency, to recall his money, he fears that he 
may find it necessary to sell for a lower price than 
that at which he bought; and this contingency he 
is reluctant to face. 

But in 1914-1919 patriotism induced him to ignore 
this possibility; and the combined action of a multi- 
tude of such depositors, first changing their time de- 
posits into current accounts, and then handing their 
current accounts to the Government to spend and 
receiving in exchange war bonds, seems to have been 
a potent influence in bringing about the great rise of 
prices that culminated in the early part of 1920. 
Since 1920 the time deposits have steadily grown again. 
This growth has been a part cause, and also largely 
an effect, of the long trade depression. Periods of 
trade stagnation reinforce any existing tendencies 
to hoard; the hoarding, by helping to deflate prices, 
intensifies the depression; and the fall in prices seems 
to justify the apparent prescience of those who have 
helped to bring the fall about by refraining from 
spending or investing when their money would have 
bought less (either of goods or of securities) than can 
be bought for the same money now (1932). In the 
national sphere the existence of this unfortunate 
custom of banks paying deposit interest has of recent 
years played a part similar to that played in the inter- 
national sphere by the existence of inter-governmental 
claims to war-debt interest and reparations payments. 
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§ 3 

In this introductory Part I we have so far been 
considering mere money (the medium for the exchang- 
ing of goods)—not capital (the means of wealth pro- 
duction), and not wealth itself. 

Our money consists of current accounts, paper notes, 
and metallic notes, resembling pounds, shillings and 
pence in descending order of importance, and differ- 
ing between themselves most markedly in the fact 
that the pounds, unlike the shillings and the pence, 
ave being perpetually created afresh and perpetually 
destroyed' by the bankers’ “endings” and the 
customers’ repayments. But when the business man 
negotiates a loan, what he seeks, in the typical case, 
is merely the means to gain control of the materials on 
which to operate and the services of wage-earners to 

‘ carry out the operations. In other words, he desires 
control over capital—the concrete means of wealth- 
production. In the case of his staff of workers this, 
under modern conditions, is disguised; because under 
modern conditions (excepting when, in a sparsely 
populated area, he is constructing a railway, say, 
or a canal) he does not himself need to store quantities 
of consumables to keep his employees alive and effi- 
cient. This task is carried out for him by the in- 
dependent competitive action of merchants and 
shopkeepers. And so, while part of the Tequired 
“circulating capital” (this being the academic 
economists’ convenient term for the wealth that is 


1 Of course the individual notes are also perpetually being destroyed and 
replaced, as a mere matter of health and cleanliness. But this is a different 
sort of process, in no way affecting any person’s ownership of such notes. 
The banks. on the other hand, destroy A’s ownership of a current account, 
and generally, but not of necessity, create in its place a similar ownership 
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used once and for all in the production of wealth— 
in contradistinction from “ fixed capital,” such as 
implements and buildings, which are only gradually 
worn out in this business of wealth-production) 
is bought by him directly with the money the bank 
creates for him, in dealing with the second part 
(the wage-earners’ food, etc.), he plays a réle not 
unlike that of the lending banker: he becomes, as 
it were, a mere channel through which the payments 
for these goods may flow. It is natural, therefore, 
for him to think, and to say, that he wants money, 
and wants “the use of it” for a reasonable’ time; 
though in actual practice he endeavours to arrange 
his borrowings of bank money so that it will be in his 
hands for the shortest possible time. His ideal 
would be to be credited with the new money in the 
morning, and to have got rid of it all by the evening, 
so as to have the use of the real capital for the longest 
permissible time. 

But though in the typical case the money is created 
by the banker in the first instance in order to stimulate 
the desired flow of circulating capital goods—in 
order, that is, to make it worth while for the producers 
both of raw materials and of workers’ consumables 
to continue producing them—the money thus created 
passes at once into the vast ever-moving gulf stream 
of existing money, and merges indistinguishably into 
it. Ib becomes, almost at once, part of the spendable 
income of the borrower's salaried assistants and weekly 
wage-earners, of shopkeepers who sell to these em- 
ployees, of shopkeepers’ assistants, shopkeepers’ land- 
lords, shareholders in the raw material producing 
industries, wage-earners in these industries, share- 
LoJjane and wace-earners in the transportine and 
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insurance companies as well as in all the companies 
that produce the goods that these employees or share- 
holders buy. 

Tf we could assume that the whole of the tempor- 
arily created bank money were being utilized in 
this fashion—to evoke circulating capital, or in other 
words to maintain the flow of activities required at 
all stages from the decisions to produce raw materials 
to the decisions to place in shop windows goods ready 
for the customers to handle—it would be evident 
that there must be some connexion between this 
total sum and the value of the total stock of circu- 
lating capital (or unfinished goods—the goods in 
shop windows being classed as unfinished because 
they still require the finishing touch of being delivered 
to the customer). The development of this idea and 
the discussion of its significance is largely due to the 
constructive work of Mr. D. H. Robertson. In an 
illuminating article, “Theories of Banking Policy” 
(Pigou and Robertson, Economic Essays and Addresses), 
Mr. Robertson has endeavoured to work out an approx- 
imate statement of what he believes this connexion 
to be. Admittedly no close approach to precision is 
possible. On the one hand, we know that a consider- 
able proportion of the advances are made in order 
to enable customers of all sorts to carry through the 
purchase of houses and of stock-exchange securities, 
and for other miscellaneous purposes not included 
in our description of what is taken as constituting 
the typical business loan. Also, as a minor point, 
we learn from the bankers themselves (e.g., Leaf, 
Banking, p. 154) that under the heading of loans 
and advances are to be found items, included for 
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be classified by most of us as appropriately belonging 
here. 

Let us assume, however, that we are entitled to 
infer that there is always in circulation a total of (say) 
1,000 millions of recently created short-lived money 
which has been called into existence to carry through 
the purchasing of circulating capital. 

Now if, owing to a brightening of trade prospects 
or the pressure to develop new lines of production 
or new inventions, business men succeeded in per- 
suading bankers to increase substantially this total 
of 1,000 millions, and the bankers refrained from 
counteracting the inflationary effect of their con- 
currence by simultancously selling a corresponding 
volume of securities (destroying an amount of exist- 
ing current accounts equal to the amount of new 
loan money created), the price level of consumers’ 
goods must be pushed upwards, owing to the way 
in which the new money is passed on to customers 
(in the persons of wage-earners, shareholders, etc.) 
without its being balanced by an immediate increase 
in consumables. 

For theoretical completeness we should perhaps 
add the words “ unless the wage-earners, shareholders, 
etc., who receive the new money decide not to spend 
it.” But this comes to much the same thing as 
saying “unless the influence of the new money is 
destroyed by the hoarding action of those who convert 
current accounts into dead deposits.” For practical 
purposes, however, this possibility may be ignored. 
For in such a period of brightening prospects the great 
majority among us, owing to our growing confidence 
in the maintenance of our incomes, tend to spend 
more freely than previously; and some at least of the 
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holders of time deposits are likely to convert them 
into current accounts in order to purchase what now 
begin to seem promising investments, and by so doing 
actually strengthen the forces at; work pressing prices 
upwards. 

The possibility of the new additional money being 
drawn away, not to form time deposits, but to become 
private hoards of notes and coin, is not worth con- 
sidering. If it did occur and no new bearer money 
were issued from the Issue Department and the Mint, 
the whole progressive movement might be brought 
to a standstill with something like a jerk. But only 
to the extent to which wage-earners hold between 
them additional pocket money because more of them 
are getting good wages, and also, when prices have 
appreciably risen, to the extent to which all of us 
are led to carry slightly more pocket money to balance 
the higher prices of goods, is there any likelihood of 
the total of bearer money in circulation outside the 
banks being noticeably affected. In the nineteenth 
century, however, this appears to have happened to 
such an extent as to have been a potent cause helping 
to bring trade booms to an abrupt termination. 
The bankers, unconsciously, had, under boom con- 
ditions, allowed too large a part of the total of bearer 
money to get into the pockets of wage-earners, and 
then proceeded (again without realizing the full signi- 
ficance of their actions) to squeeze it back out of their 
pockets. This they achieved by so curtailing their 
advances to business men, and by so anxiously insist- 
ing on the repayment of old loans, that employers 
were forced to reduce wages and to discharge hands. 
Such action was practically forced upon the banking 
system as a whole by the existence of an international 
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monetary standard based upon the concrete export- 
able commodity gold; while the comparative weak- 
ness of the large number of competitive banks each 
struggling to make its position liquid intensified the 
effect. Under our present national monetary standard 
a similar situation may be met by moderate mcreases 
in the note issue; while the existence of steady weekly 
official payments to those workers who are temporarily 
not receiving wages probably reduces the earlier 
disparity in the total amounts of pocket money held 
by the working class in busy times as compared with 
periods of stagnation. 

Mr. Robertgon’s estimate is that the average total 
of unfinished goods in this country may be taken as 
having a value of 2,000 millions in times when. the 
total annual income of the nation may be valued at 
4,000 millions; and that of this 2,000 one-half has 
been bought by the use of bank money specially 
created for the purpose and destined within a short 
contractual period to be destroyed by the repayment 
of bank loans. (This latter is not the point to which 
Mr. Robertson directs our attention. He refers 
instead to this 1,000 millions as the quantity “ which 
the banks have crystallized in the form of circulating 
capital ’—emphasis apparently being placed on the 
banks’ alleged activities as intermediaries’ between 
deposit-bolders and borrowers, passing on to the 
latter resources supplied by the former—a conception 
that, as previously stated, I find myself compelled 
to reject. “The real value of a country’s bank 
money,” he states, “is the same thing as the amount 
of real saving which the public has put in the past 


1 ‘The relationship between the banks’ debtors and the banks’ nominal 
creditors (the deposit-holders) js dealt with, in another connexion, in 
Part ll. $ 14. 
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at the disposal of industry through the medium of 
the banks.”’) 

We can, I believe, legitimately parallel this state 
of affairs by imagining a community the whole of 
whose money consists of inconvertible notes issued 
from an institution resembling our Issue Department, 
a community having neither banks nor bank money. 
After an appropriate number of notes intended to 
be permanent has been passed into circulation, the 
Issue Department prints notes whenever required 
by the Government (which is here the equivalent of 
the business borrower) to pay the wages and salaries 
of Government servants and to purchase the materials 
required for roads and public buildings; but the 
Government (let us assume) is sufficiently strong and 
foresighted, and sufficiently accurate in its budgetary 
forecasts, always to impose the precise amount of 
taxation required to bring in, at the end of each year, 
just that total revenue (received in the form of notes) 
that would enable it to hand back to the Issue Depart- 
ment for destruction the exact equivalent of what 
it had received in the course of the year. Under 
such conditions the price level would be permanently 
higher than it would have been if the State collected 
the tax money in advance and only hired labour or 
bought materials when it had the money in hand. 
But if it were always perfectly accurate in its budget- 
ary forecasts, if the tax payments flowed in evenly 
throughout the year and the expenditure had no 
marked seasonal fluctuations, the price level (given 
a stationary population and the absence of revo- 
lutionary industrial changes) might be kept reason- 
ably stable; or, if there were special months (the 
same months in each year) when revenue streamed 
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in heavily, or special months when expenditure was 
particularly weighty, the average price figures might 
still be the same from year to year.) 

But supposing that the Government of this imagin- 
ary country decides, in some particular year, for the 
good of its people and the future increase of their pro- 
ductive powers and their incomes, to launch out 
upon a relatively vast programme of town drainage 
and the building of swimming baths and gymnasia, 
the extra money obtained from the Issue Department 
to finance the schemes would, when put into circula- 
tion, raise general prices in the same way as happens 
in our present-day world when bankers decide to 
allow enlargements of business enterprise to be 
financed by the creation of enlarged current accounts. 
If the budgeting were accurate, prices would swing 
back violently at the end of the year when the larger 
amounts of tax money were gathered in for destruc- 
tion; and this (on the rather unpractical assumption 
that the constructive work is completed in the earlier 
months of the year) would give us a miniature re- 
production of our familiar trade cycle of boom and 
depression. 

As an alternative possibility let the Parliament 
of our imaginary country authorize the Issue Depart- 
ment to put forth additional permanent money to be 
distributed as a free gift among all the ex-service men 

+ In this connexion we may note that in our own country we seem to get 
evidence of a slight seasonal swing in the form of an annual falling away 
of business activities at the end of tho first quarter of the calendar year 
when income tax is being absorbed; while the demand of the National 
Government, that—for international window-dressing purposes of a very 
justifiable kind—we should pay exceptionally heavy taxes with exceptional 
promptitude at the beginning of 1932, had possibly something ta do with 
the check to the uprush of business activity and the reduction of unemploy- 


ment that accompanied the abandonment of the gold standard in the 
previous September. 


42 THE FUNCTIONS OF MONEY 


who had taken part in some great war. If the re- 
cipients were representative samples of all sorts and 
conditions of citizens with their varying tastes as 
regards the direction their extra expenditure should 
take, the effect of their increased buying power would 
be to raise the price level, and raise it permanently, 
without (as far as I can sec) any necessity for a subse- 
quent reaction; the only serious changes that would 
follow taking the form of a relative impoverishment 
of those people with more or less fixed incomes (especi- 
ally the holders of bonds and debentures) and a 
relative enrichment of those with adjustable incomes 
(profit-makers and wage-earners), though—for reasons 
developed in Part IIT of this book—there would also, 
I suggest, be a strong probability of some genuine 
increase in the aggregate production of real wealth. 

In the case of this imaginary community I have 
considered separately the results that might follow 
additions made to the supplies either of short-lived 
or of permanent money; and I have assumed that the 
former, through the selective action of the issuing 
agencies in choosing the recipients of this money from 
among those concerned with the expansions in produc- 
tion, would lead in the first instance to the ordinary 
phenomena of a typical trade boom—money created to 
finance the purchase of raw materials finding its way 
into the markets frequented by consumers where no 
corresponding expansion of consumers’ supplies has 
appeared. In the case of the latter (straightforward 
additions to the quantity of permanent money) any 
similar process of selection among possible recipients" 


1 On a small scale we have had this experiment paralleled in the sub- 
sidizing of intending occupiers of unbuilt houses, driving up the prices of 
housing materials; and also the general unemployment dole, helping to keep 
up the prices of working-class consumables, and thus contributing to the 
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might lead to a relative distortion of prices that 
would involve something in the nature of a trading 
crisis with an attendant “ collapse of confidence.” 

This distinction between short-lived and permanent 
money seems to me of considerable importance. 

In looking at present-day England I take the 
following to be the permanent or semi-permanent 
money: (1) The coin and notes in the hands of the 
public (that which is required as bankers’ till money 
being neglected because it resembles rather the paper, 
ink, and other furniture inside the banks which must 
be present in order that the banks may perform their 
normal money-creating functions); and (2) that 
part of the combined total of current accounts and of 
dead deposits that has been created in exchange for 
the ownership of securities, bank-buildings, etc.—in 
fact the grand total of deposits, less the amount 
recently created against the remaining balance-sheet 
items—viz., money at call, loans and advances, and 
bills discounted. This gives us a figure of about 900 
millions as the total of permanent money, while the 
evanescent temporary money amounts to about 
1,200 millions. 

For the special purpose of this analysis it seems 
reasonable to treat all this money, temporary and 
permanent, bearer money and registered-stock money, 
as if it were indistinguishable and interchangeable. 

The grand total is somewhere about 2,100 millions. 





wide divergence between the movements of the cost of living index number 
and those of the index number of raw material prices. (Trade Facilities 
Acts would produce similar but less visible effects.) 

1 It resembles the gold held, under gold-standard conditions, in the 
Issue Department, which must be there in order that the Department may 
be able to fulfil its statutory obligation to give an equivalent in exchange 
for any money, in the form of notes, that the notcholders choose to bring 
in for destruction. 
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But of this some 800 millions are hoarded as dead 
deposits. (In the spring of 1932, owing to depression, 
the figure seems to have risen to 900.) This leaves 
about 1,300 (or 1,200) in active circulation. If all 
the money is assumed to be indistinguishable and 
interchangeable, we may picture this as being the 
equivalent of a situation having developed in our 
imaginary note-using country in which practically 
all the permanent money has passed into passive 
hoards, and the whole of the community’s daily 
business is transacted through the medium of money 
marked out for speedy destruction. 

It is evident, therefore, that unless the banks keep 
pouring out additional supplies of new money to take 
the place of that which they are destroying, the 
business men who have contracted to honour bills 
of exchange or to repay banking loans would inevit- 
ably be constrained to default. The banks, there- 
fore, are driven to continue this process of creating 
new active deposits if only to obtain the repayments 
on which their own income depends (much as some 
of us feel that we are under a perpetual constraint 
to earn as much as we can, by hook or by crook, this 
year, in order to be able to pay income tax on our 
last year’s earnings). If, then, the bankers lose 
heart in a period of depression, and fail to pour out 
a full supply of new money (perhaps a larger supply 
than is necessary in years of normal prosperity, in 
order to counterbalance the action of depressed 
deposit-holders who are abstracting current accounts 
in order to change them into dead deposits), they 
themselves must suffer. If, like American banks in 
the period 1929-1932, they endeavour individually 
to strengthen themselves by destroying deposits 
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through the sale of their own holdings of securities 
(in order to make their positions more liquid); or if, 
like English banks in 1931, their depression takes the 
form of “ conservatively ” refusing to create deposits 
by the method of paying out the full amount of their 
customary dividends to their shareholders,’ they 
increase still further the difficulty of earning their 
customary dividends or even, in the extreme case, 
of continuing to survive. 


§ 4 

Under international gold-standard conditions results 
similar to those just described might come about 
through any change of circumstances that made 
gold more urgently desired abroad than here. In the 
period 1873-1896 we had, as it were, a slow-motion 
picture of this state of affairs. Led by Germany, a 
number of important countries swung over from 
the silver standard, or from bimetallism, and adopted 
gold. England thus failed to receive as much of the 
output from the world’s gold mines as would have 
come her way had she remained the sole gold-standard 
country. There was a downward drag on prices, 
involving a prolonged period of discomfort for traders, 
farmers, and manufacturers, and difficulties which 
would have been much more serious if the employers 
of those days had been confronted by present-day 
trade unions fortified in their wage bargaining by the 


1 The direct quantitative effect in this case is slight, but the moral effect 
may be considerable. The profit-earning capacity of banks is popularly 
assumed to be related to the general profitability of industry and trade, 
and a declaration that the banks are making poor profits acts like a notifica- 
tion that business in general is bad and a warning to abstain from new in- 
yestment. Actually, if all the banks agreed in time of depression to double 
their dividends, the stability of the banks would be unaffected, and the 
tonic affact. of auch action would probably be all to the good. 


46 THE FUNCTIONS OF MONEY 


knowledge of the existence of unemployment pay~ 
available for those who would fail to find work when 
wage demands were held too high. This period of 
moderate depression was brought to an end with the 
gold-mining developments that preceded the close 
of the century. 

In the more usual, shorter-lived cases of the same 
type (for example, the collapse of American confidence 
in American banks in 1907, leading to frantic efforts 
in America to get hold of bearer money representing 
gold), foreigners, or their agents, would hand over 
notes, to be destroyed by the Issue Department, in 
order to obtain gold for export. The consequent 
reduction of notes in existence would lead the banks 
reluctantly to curtail their creations of registered- 
stock money, lest their holdings of cash should prove 
inadequate to enable them to continue handing out 
bearer money, on the demand of deposit-holders, 
with their usual unhesitating promptitude. 

The Bank of England might do something to ease 
the situation by freely purchasing securities, the new 
money (balances at the Bank of England) that it 
thus created being handed over by the recipients to 
their respective banks. But unless the member 
banks previously held redundant amounts of bearer 
money this could not go far in easing the situation. 
The increased balances at the Bank of England thus 
obtained by the member banks would enable them 
to draw from the Bank additional notes. And as the 
Bank of England is obliged by law to publish a 
weekly statement of its position (issued regularly on 
Thursdays), the gradual decline in the bearer money 
held by the Banking Department was always liable 
to bring about further withdrawals of gold by for- 
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eigners rendered anxious by the sight of the Bank’s 
shrinking resources and entitled (say by selling securi- 
ties on the London Stock Exchange and presenting 
the proceeds in notes at the Issue Department) to 
demand the metal for export, each such withdrawal 
necessitating the destruction of notes. Thus it 
would ultimately become necessary for the Central 
Bank to hoist the appropriate signal (a raised bank’ 
rate) that constitutes a virtual command to the 
member banks to check the lavishness with which 
they had been maintaining the volume of current 
accounts; and the member banks would feel con- 
strained to acquiesce. 

In this manner banking blunders and disasters 
abroad, or changes in monetary policy abroad, 
would promptly react upon British conditions, some- 
times with dislocating effect, workers being dislodged 
from their work benches to walk the streets while 
masses of factory machinery became abruptly silent. 
No doubt blunders and disasters abroad would in any 
case affect our general prosperity, but under con- 
ditions of monetary internationalism, England, being 
the banking centre of the world, felt the blow almost 
as soon as the country whose bankers or business men 
or politicians were primarily responsible, and might 
continue to suffer both longer and more seriously 
than if her own purely monetary affairs were under 
her own control. The American banking collapse 
of 1907 was followed by two years of the severest 
unemployment recorded in this country before 
the war. 

Under present conditions, if it is desired to encourage 
production and general trade activity through a 
relatively lavish creation of current accounts in 
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favour of business borrowers, the process of monetary 
expansion need not be held up by happenings abroad 
or by consideration for the comment of foreigners. 
But when such action had reduced the Banking 
Department’s holding of bearer money to an incon- 
veniently small figure, it would be necessary to 
arrange for an expansion of the note issue to enable 
the business cormmunity to carry on its operations 
smoothly. Under modern English conditions the 
expansion of the current accounts (whether coming 
as a consequence of budgetary deficits and consequent 
State borrowings, direct or indirect, from the banks, 
or as an accompaniment of reviving business activity) 
would be the real inflation bringing with it that much 
desired rise in the price level for which the parched. 
world of business has been despairingly waiting; 
and the expansion of the paper money (followed 
perhaps by some similar expansion of the metallic 
money) would be, in itself, an unimportant corollary. 
To the European, however, the expansion of the note 
issue (unless engineered as at present—the summer of 
1932—by the purchase of gold to serve as “ a backing 
for the notes”—whatever that phrase may mean 
under present conditions) would be the inflation. 
In his dread of this dire disease (and in twentieth- 
century Europe it has indeed played the part of a 
disease of a devastating character) he would be likely 
to offer for sale any English securities he might hold, 
and press for the English bank money received in 
payment to be exchanged fora holding, say, of French 
or Dutch money; and this pressure would cause 
sterling to be pushed downwards in the foreign 
exchange market. 

In itself this would give a stimulus to our exports 
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(the additional exports being the visible embodiment 
of the capital the foreigner was withdrawing); but 
if the process took place in a violently jerky way, its 
general effect upon trade would be more disconcerting 
and embarrassing than stimulating. There is there- 
fore much ‘to be said for taking into account at every 
stage the foreigner’s obsessions with regard to the 
importance of the note issue and more particularly 
the Fiduciary Issue, however preposterous these 
obsessions may be. This means unrelaxing caution 
in every step of our monetary policy, and the utmost 
allowable cunning in our methods of monetary 
window-dressing. But the fundamental questions , 
of the proper extent and direction of the expansions 
or contractions of our money proper—our total, that 
is, of registered-stock money—must be decided 
predominantly by considerations other than the 
approval and disapproval of foreign onlookers, to 
whom “ money” means tokens to be carried about, 
and to whom “ bank credit” appears as an irregular 
excrescence. “Bank credit” is for us an old- 
fashioned synonym for what has been described here 
as registered-stock money. It is a misleading term, 
owing to its many hidden implications. It is better 
to forget it, and to assert boldly that the money that 
really matters in this country is the current accounts 
created by the member banks, and that we merely 
desire to maintain just that measure of gentle control 
over the total of banking creations as can be got 
through a conservative national regulation of the 
volume of accompanying portable counters. 
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§ 5 

The importance of the little-noted fact, that we 
carry on the bulk of our monetary business by means 
of money which was non-existent a few months or 
weeks ago, and, becoming non-existent again a few 
weeks or months hence, will need to be replaced by 
fresh money cautiously created to serve some selected 
individual’s individual requirements, throws into 
high light the importance to the community of all 
the activities of the banking system. This system 
is perpetually destroying and perpetually re-creating 
our effective money. The banks have given, and 
the banks have taken away; and not everyone cries, 
“« Blessed be the names of the banks.” 

The supreme decisions concerning the quantity 
of our available money lie with the Bank of England, 
which creates deposits for the member banks, as the 
member banks create deposits for the public. Under 
gold-standard conditions the limits within which the 
Central Bank could act were narrowly circumscribed 
by the fact that, if the English prices for goods or 
for securities rose to points where they were out of 
equilibrium with French or American prices, gold 
began to flow abroad, and a deflationary policy had 
to be enforced until the gold flow was checked. 

If, on the other hand, our price levels dropped too 
low for equilibrium, gold flowed in; but this was easily 
dealt with, because the English system had always 
worked, since the gold standard was first established 
(in the years following Waterloo), on the principle 
that the retention of needless gold was uneconomic 
folly. In such cases, by the simple device of allowmg 
our interest rates to fall, we offered the foreigner 


ENGLISH MONETARY HABITS 51 


inducements to issue great loans here; and the English 
registered-stock money placed in his hands was used 
by him to buy up English goods for export, tending 
to force up their prices, while some of the gold gently 
trickled abroad again. Always we worked with 
something like the bare minimum of gold. 

On this point the contrast of method and outlook 
between the British and the foreign banking philoso- 
phies has been shown up clearly in the last decade, 
by the way in which gold was allowed to accumulate 
in piles of Oriental grandeur inside the French and 
American banking systems, while elsewhere the price 
levels had to be adjusted, awkwardly and painfully, 
to what was necessitated by the smallness of the 
shrinking residue. 

This obligation to keep in step with what was hap- 
pening abroad simplified the tasks of the Bank of 
England by reducing its moral responsibility. Efiects 
of deflationary action on English business conditions 
might be clearly bad. But if the bad effects were 
an unavoidable corollary of the maintenance of the 
gold standard established by Parliament, none but 
the unthinking could blame the Bank for the creation 
of these evils, however strongly the academic writers 
might criticize its handling of the details of its work. 

Since September, 1931, the Bank has been left 
without this guiding rule of the gold system—that 
prices here must move with prices in the whole gold- 
standard world. The limits of the Bank’s activities 

1 Whether our prices are high or low, under non-gold-standard conditions, 
would have no effect upon our competitive position in international trade, 
if all uncertainty as regards fluctuations in the foreign exchanges (themselves 
ultimately due to uncertainties as regards future movements of prices both 
at home and abroad) could be eliminated. If our own prices doubled while 


American prices were stationary, the exchange rate would move from (say) 
four dollars to the pound to two dollars to the pound; and if it settled there, 
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now are set only by the necessity of so acting that the 
grand total of our current accounts in the books of 
the member banks shall not be allowed to expand out 
of working proportion with the amount of bearer 
money that Parliament agrees shall be created as 
our supplementary means of making payments. 
But the amount of the Fiduciary Issue will always be 
varied by Parliament whenever the Bank takes the 
initiative in proposing a variation, unless Parliament 
feels that such a variation would involve consequences 
other than those that it vaguely recognizes that the 
electorate still more vaguely desires. Thus the ultimate 
control now rests with the public at large. 

English democracy, however, is rightly self-re- 
strained in its dealings with those whom it sets in 
authority to interpret and carry out its will. The 
judges in our courts are never elected. by the people, 
as in some parts of America they still are. The 
Directors of the Bank of England are not even 
appointed by our elected rulers, but mutually elected 
by methods which have stood the tests of time. 
And this is probably the best way of ensuring that, 
while the popular will shall always in broad principle 
prevail, hasty ill-informed interference with the de- 
tailed methods of carrying out the national desires 
will not distract our financial rulers from adopting 
the best methods of achieving desired results. No 





our exporters would be able to sell with no more difficulty than previously. 
Indeed, experience shows that it is most often the case that, during the 
transitional period while prices and exchange rates are on the move, the 
exporter actually gains, owing to the anticipatory (or “speculative ”) 
element that enters especially strongly into foreign exchange quotations, 
The exchange reaches two dollars long before English prices are actually 
doubled—which means that the American buyer who had been just willing 
to give four dollars for the sterling with which to buy English goods priced 
at £1 needs now to give only three dollars for the sterling required to buy the 
same goods now priced at 303. 
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critic ever dreams of suggesting that at the weekly 
meetings of the Bank Court the Directors are swayed 
in the smallest degree by consideration of the effects 
of their actions (save in a few very broad matters, 
on which they may have to negotiate with the 
Treasury) upon the profits of the Bank or the 
dividends of its shareholders, and still less by con- 
sideration of how their corporate actions may affect 
their own individual financial activities. 

The member banks, however, still retain the ap- 
pearance, and some little of the substance, of com- 
petitive institutions striving for the maximum of 
profits. They are, however, steadily taking on the 
appearance of “ Public Concerns ”’—~institutions like 
the Bank of England, the Universities, or the Port of 
London Authority—in which the dividend motive is 
completely subordinated to considerations of the 
public welfare. If one bank found itself in difficulties 
the others would of necessity find themselves straining 
their resources and ignoring short-sighted profit con- 
siderations in the task of preventing the dislocation 
of the nation’s business. In the unthinkable con- 
tingency of one of the Big Five being on the verge 
of failure, it is certain that, however completely the 
shareholders might be stripped of their private wealth, 
the deposit-holders would not be directly affected. 
Some scheme would be promptly evolved by the 
leaders of the banking world, and accepted without 
question by Parliament, which, in order to prevent 
the misery attendant upon a “ failure” that would 
turn some hundreds of millions of registered-stock 
money into the equivalent of waste paper, would 
act as it did in September, 1931, suspending 
all other parliamentary business while it rushed 
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through the necessary amendments to our currency 
laws." 

The complete and formal nationalization of our 
banking system would seem to serve no true demo- 
cratic purpose. The special function of the member 
banks is that of selecting the individual manufacturers, 
farmers and traders to whom shall be handed over 
the power, on the small scale, to inflate by drawing 
the cheques that will call into existence previously 
non-existent money. That this function could be 
exercised by State officials without rousing perpetual 
storms of protest against seeming acts of favouritism 
would be impossible. To give this duty to members 
of the Civil Service as agents of the Treasury would 
be like giving to Customs officials the power to vary, 
as between individuals, the rates of import and export 
duties, or the power to refuse to permit in specific 
cases the arrival and departure of specific cargoes, 
combined with the power to grant subsidies to this 
exporter and to that. 

It is doubtful also whether we could obtain any- 
thing like our present satisfactory results if the 

1 It is this, rather than the possession of paltry holdings of bearer money 
and of balances at the Bank of England giving claims on the modest amount 
of bearer money held by the Central Bank, that protects us from the fear 
that our registered-stock money may, in certain circumstances, become 
valueless. These two items, though commonly grouped in descriptions of 
English banking under the heading “reserves” (not to be confused with 
the totally different ‘reserve funds ”—for which see p, 31—that appear 
in the balance shects under that name), and also naturally grouped together 
by the individual banker (on the ground that the balances at the Bank of 
England are legally convertible into, and therefore for accounting purposes 
interchangeable with, the bearer money), are heterogeneous in origin. The 
bearer money (including that portion of it held at the Central Bank and 
legally available for cashing some part of the cheques drawn by the member 
banks) has been forced upon the banking system by the joint actions of the 
whole community (which, of course, includes the bankers themselves); 
while the balances at the Bank of England are held by the member banks as 


® convenience in dealing with one another at the Clearing House, and are 
virtually forced on each bank by the customs of the whole group of banks, 


ENGLISH MONETARY HABITS ' BB 


member banks were unified into a single amalgamated 
bank. The business world would hardly be benefited 
by the disappearance of the opportunities to appeal 
from the judgment of one bank’s officials to the 
judgment of a rival bank, as to whether it would be 
in the general interest that a particular firm should 
have the money-creating power wielded in its favour. 

Decisions on such points can never be infallible. 
We seem to need for this purpose institutions such as 
we now have, at once competitive and co-operative; 
just as we need the rivalry of different publishers 
to decide what books should be issued, the rivalry 
of different newspapers to decide what particular 
political policies should be exalted or denounced, 
the rivalry of different public schools and universities 
to decide to whom the pathways of educational 
advancement should be thrown open. 

Already we have adequate national control over 
banking. There is nothing to be gained by making 
the control overt and dictatorial. 
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THE CHANGING VALUE OF MONEY 


PART II 
THE CHANGING VALUE OF MONEY 
§1 


THE value of anything, for the academic economist, 
means merely what it actually fetches when it is 
exchanged: not what it is worth either to any in- 
dividual owner or to a would-be owner, if in fact the 
exchanging can only take place on terms different 
from these: nor yet what some disinterested observer 
feels that it should be valued at. 

When we say that the value of money is rising, we 
mean that the prices of things in general are falling: 
each unit of money is exchanging for more than 
before. There is no question here of cause and effect. 
We cannot say that the value of money rises because 
prices fall, or that prices fall because the value of 
money rises, any more than we can say that Bill is 
taller than Tom because Tom is shorter than Bill. 

What gives to any form of money its precise actual 
value is a question too abstruse for any attempt to 
be made to handle it here. All that we are con- 
cerned with is to discuss forces that bring about 
changes in its value (or purchasing power). The 
problem of how it comes to be worth more or less 
now than last year is a more manageable problem 
than the solution of the question why it is worth 
just what it is worth. The physiologist may be able 
to tell us much about the forms of diet and the kinds 
of activity that will be likely to increase or decrease 
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our stature or our bulk. He will hesitate much 
longer before expressing an opinion as to why A’s 
weight oscillates around 120 lbs. and B’s around 160. 

I begin with an aspect of the problem which is of 
high importance, but is too often treated as if it 
contained the whole solution of the problem. 

Changes in the value of money—or of ploughs— 
depend on all the changes in the conditions of supply, 
and on all the changes in the conditions of demand. 

What sort of change, by increasing the demand 
for ploughs, will raise the value of ploughs ? 

Let us suppose that, with no change in agricultural 
technique, new cultivable areas are thrown open to 
exploitation, while population is seen to be expanding 
in such a way that additional foodstuffs may be 
expected to be bought up and consumed at current 
prices. In these circumstances the new acreage pro- 
vides new work for ploughs, and larger numbers will 
now be demanded. The supply of new ploughs 
expands in response to the expansion in demand. 
The price of ploughs, however, will not rise unless— 
as is wildly improbable—either no additional ploughs 
are obtainable, or unless the extra output of ploughs 
can only be obtained at higher cost per plough. 
But clearly the expansion of the acreage means an 
expansion of ploughing work, and therefore an ex- 
pansion in the desire for ploughs. 

If we substitute money for ploughs, what is it 
that will correspond to the new acreage, and con- 
stitute additional money work ? 

Money is needed as the mechanism for carrying 
out the major part of the grand volume of exchange 
transactions—the exchanging, for imstance, of the 
labourer’s service to his employer against the goods 
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that he wishes to extract from the shopkeeper’s 
shelves. An expansion in the volume of transactions 
—a greater output of goods for sale, a larger output 
of wage-earners’ services—-means an expansion in the 
volume of money work. 

Attempts will be made to expand the supply of 
money in response to this expansion on the demand 
side. 

Tf all the money is made of gold, or needs to be 
related in some precise way to the available quanti- 
ties of gold, gold will be more eagerly sought for: the 
seams that were barely worth working in the South 
African mines will be carefully exploited, and pro- 
specting for new mines will be pushed forward. more 
energetically. But the extra gold will be produced 
at greater cost (in hours of human toil, in tons of coal 
consumed by the mining machinery), and the value 
of all the gold will rise to equal the cost (and the 
value) of the extra part of the output." 

If, however, the money is bank-created money, or 
fiat money created by the State, the case will be 
very different. In these circumstances the expansion. 
of the supply will depend upon the volition of the 
monetary authorities, or upon the legislative pro- 
visions under which they act. 

Tf, finally, the quantity of money is a virtually 
fixed stock, the increase in the quantity of money 
work to be done must force a rise in the purchasing 
power of each unit of money: prices fall. And this 

1 Tf both the producing country (South Africa) and the receiving market 
(London) are on the gold standard, these facts will be disguised by the cireum- 
stance that gold and money arc interchangeable. The rise in the value of 
gold will show itself in a fallin the prices of (i.e., the amounts of gold required 
to effect the purchases of) such things as the coal and the mining labour; 


and the mine manager will report this as a fall in the costs of working the 
seams rather than as a rise in the value of the product from the seams. 
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is in accordance with what looks like common sense. 
There are much larger harvests of goods; and therefore 
(says common sense) the goods should be cheaper. 
But if the larger output is due entirely to a growth 
of population, and this growing population is strug- 
gling against the familiar drawbacks of a growing 
shortage of fertile soils and a growing: depletion of 
mineral resources and all the other unpleasant ac- 
companiments of growing congestion, the prices of 
the goods will still be lower, though the cost of each, 
jn units of effort and strain, is greater. Such a state 
of affairs is better described as a state of “ appreciating 
money ” (due to shortage) rather than as a cheapening 
of goods (due to abundance). 

Many, perhaps most, writers of elementary dis- 
courses on money have tended to lay all the stress 
upon this mere quantitative aspect of things. Any 
percentage change in the quantity of money (they 
assert), if unaccompanied by any change in the 
quantity of things exchanged against the money, must 
bring about a corresponding percentage change in 
the level of prices; and any percentage change in 
the volume of things te be exchanged, if the quantity 
of money is fixed, must bring about a corresponding 
percentage change—but in the opposite direction— 
in the level of prices. If the money is doubled, and 
there is no change in the goods, prices are doubled; 
if the money is unchanged, and ten per cent. is added 
to the output of goods, prices fall ten per cent. 

But this is not true. Experience has shown so 
often that such statements do not tally with observed 
results, that it is not possible for careful thinkers 
to feel justified in putting them forward. 

A change in the volume of money work to be done 
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resembles a change in the acreage to be ploughed. 
Each is a change that may be expected to influence 
the demand for the money, or the ploughs. But 
neither in itself constitutes the sort of change that we 
should have in mind when we talk of a change in 
demand. A doubling of the acreage might, in some 
circumstances, be coped with by doubling the daily 
number of hours’ work done by each plough, or by 
doubling the ground per hour covered by each plough 
through a doubling of the horse-power attached to 
it; and though the ploughs would tend to rise in value 
in consequence, the results cannot be stated in the 
simple arithmetical form indicated above.’ 

The money work to be done—the volume of the 
community’s transactions requiring the use of money 
—is not the same thing as the community’s demand 
for money. 


§2 
Each individual’s demand for a monetary holding 
may be expressed in some such way as this. 
If a given quantity of money kept as an average 
holding means the postponement of one month’s 


1 If the land to be ploughed is split up among numerous small-holders, 
the total! amount of ploughing work will be the same as if its ownership were 
concentrated among few; but the total demand for ploughs might be 
expected to be greater with a large number of farmers than with a few, as 
in the latter case the implements will be used more systematically and 
steadily. Similarly, if a bachelor earning and spending £500 a year keeps 
a normal cash holding of £10, the same man with the same income, turned 
into the head of a family, will be likely, in conjunction with his wife and 
children, to hold considerably more than £10. 

If the modern tendency is to give greater individual financial freedom 
to all members of the family than was customary in the past, thia will be 
likely, by enlarging the totals of cash holdings, to have a slight deflationary 
effect. The reverse effect, it has been pointed out by Professor Cannan, 
probably accompanied the demobilization of 1919. By reuniting husbands 
and wives it reduced the need tor many separate monetary holdings, and 
was doubtless a minor contributory cause intensifying the 1919-20 inflation- 
ary rise in the price level. 
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average consumption, or, in other words, if the pro- 
posed average holding is the equivalent of one month’s 
average spending, we may decide that that figure 
is about right; but if, through the doubling of our 
income, such a quantity comes to represent only half a 
month’s average spending, we might decide to hold 
in monetary form wealth equal to 14 or 2 or 3 months’ 
spending on our previous scale. 

Each of us, on the non-business side of his life— 
given a fairly firmly established standard of spending— 
tends to hold in hand the equivalent of a fairly definite 
number of days’ customary expenditure. For an 
artisan’s family this might perhaps amount to a 
fortnight’s family expenditure, held in the form of 
bearer money. For a professional man’s family 
it might perhaps be the equivalent of a fortnight’s 
cash spending, held as bearer money, and ten weeks’ 
cheque spending, held in the form of a bank account. 
(The figures are purely illustrative, and may well 
be quite unrepresentative.) Those, like the shop- 
keeper, who have a business side to their lives that 
requires the holding of business money in addition 
to the personal holding for domestic purposes, will 
have two or more holdings, possibly confusedly 
merged, possibly kept sharply, consciously apart. 
The treasurer of any sports club or other social organ- 
ization, the officials of a joint-stock company, of a trade 
union, or of a municipality, or the heads of State 
departments, will similarly be in control of, though 
not owners of, similar indispensable holdings. 

In addition to these, which are felt by their owners 
or controllers to be indispensable, there are also miscel- 
laneous hoards—either small hoards of bearer money, 
or larger hoards in the form of time deposits—gathered 


THE CHANGING VALUE OF MONEY 65 


together by those of us who are prone to feel anxieties 
based upon vague, ill-defined possibilities. The ar- 
tisan’s wife, perhaps, may keep a money box hidden 
away in some almost inaccessible corner of a wardrobe, 
carefully concealing ‘its existence from her feckless 
husband: it may be wanted (she feels) if some unex- 
pected opportunity requiring the use of a little money 
comes in the way of one of the children; it may mean 
salvation if, instead of a great opportunity, a great 
illness or a physical or social disaster knocks at the 
family door. Here and there is to be found also the 
morbid miser, starving himself to the verge of death 
rather than break into a pile of notes which has some- 
how gradually turned, by a process called by the 
psychologists “ displacement,” from being merely a 
means, into something that is not only an end in 
itself (one end among many) but the supreme goal 
of all life’s activities. 

But all these cases shade off into one another, from 
the small average holding, felt by its economical 
possessor to be an indispensable adjunct to the decent 
ordering of a civilized life, to the miser’s hoard, felt 
by the miser to be the supreme indispensable for which 
all human beings must surely strive if all were as 
sane as he. Nothing, however, is indispensable. The 
eager soul who snatches at each passing opportunity 
of gratification, lest Time should sweep the oppor- 
tunity by, spends what he gets almost as soon as, 
it is his, or even before it is his, if others will allow 
him to spend it on credit. To his cautious fore- 
sighted neighbour the perpetual discomforts that 
accompany the spendthrift’s career are among the 
things that it is indispensable to be able to avoid. 
“Indispensable necessaries’ are rarely if ever ab- 
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solute things: they are relative to temperaments, 
habits, varieties of upbringing. The more anxiously 
foresighted an individual is, the clearer appears 
the indispensability of a large monetary holding; 
though as life grows more remote from the primitive, 
the sheer hoard, in its crude form, may get replaced 
by something that can at a moment’s notice be 
converted into a monetary holding—some gilt-edged 
securities, for instance, that one can pledge without 
question at a bank in order to obtain, without delay, 
the right to inflate other people’s deposits by pouring 
out payments from a previously non-existent deposit. 
Thus the primitive protection from anxiety that is 
symbolized by the hoard may be replaced by a more 
intelligent arrangement; though this, again, may 
break down, if anxiety extends so as to involve doubt 
as to the permanence of the value of the gilt-edged 
investment. 


$3 
Temperaments, however, are not fixed things. 
Anxiety and confidence wax and wane. Let the 
person who has been light-heartedly content with an 
average holding of £2 in hand become aware of a 
new cloud on his horizon—the post that he has been 
holding with the cheerful serenity that assumes that 
his income has been guaranteed as perpetual looks 
suddenly as if it might end with the collapse of the 
employing firm; or his own health, that had seemed 
as much part of the firmly established order of the 
world as the sun’s rising and setting, shows signs of 
instability, and threatens to call for heavy expendi- 
ture on doctoring—and the £2 begins to grow larger, 

while his spending contracts. 
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The retention of any small holding of money is a 
sign of prudence, and prudence shades off by indis- 
tinguishable gradations into anxiety, and anxiety 
into the miser’s morbid fear of destitution. Let my 
confidence be shaken and J lose the courage to spend 
freely, and grasp at money. If it is only I, as an 
individual, who feel shaken, I become the holder of 
more money, and the rest of the community holds 
less. But what if the whole community’s confidence 
is shaken 2? Each may try to hold more money, but 
there is no more money to hold. Indeed, in the 
modern world, there would almost certainly be less; 
for the banker’s confidence being also shaken, he too 
hesitates to play his customary part courageously, 
and shows himself unwilling to create as much new 
money by “lending,” or allow his clients to create 
as much new money by overdrawing, as he had 
been willing should be created before. The banker 
does not remain serenely aloof, unaffected by the 
microbes of trade depression; and so, if we all strive 
to hold more money, there will be less money about 
to be scrambled for; and on the average, therefore, 
we shall hold less than when we were less keen to 
increase our holdings. 

What then happens if, there being no more money 
for us to hold, each of us eagerly tries to obtain from 
his neighbours more money to hold? What happens 
is that we are setting a higher valuation on money 
in terms of goods, or, in other words, we are scaling 
prices down. If, in short, we ask the question, why 
a general loss of confidence in our economic position, 
involving a greater eagerness on everybody’s part 
to hold money, lowers the level of prices, the question 
merges into the answer, the cause into the effect. 
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(It is like asking why the ground is wet after there 
has been a shower of rain. It is not the rain falling 
and approaching the ground, but the rain having 
reached ‘and being on the ground, that is the cause; 
while the rain being on the ground—or, in other 
words, the ground being wet—is the effect.) The 
lower level of prices is itself the expression of the 
greater eagérness for money. The holder of goods, 
or the potential renderer of services, consents to 
part with these goods or services in return for less 
money than he previously would have been willing 
to accept. The potential buyer of goods or services, 
having scaled up mentally the value of a monetary 
holding, is unwilling to pay over to the seller as 
much money as he previously would have been willing 
to pay. The question why prices fall—or, in other 
words, why money rises in exchange value—is 
answered by the statement that people in general, 
buyers and sellers, are setting a higher valuation on 
the holding of money; the relative attractiveness of 
money as compared with other things, and therefore 
the value of money, has risen, because confidence 
in things other than money has fallen.* 

And thus it works out contrary to what one would 
infer and expect if the quantitative statement with 
which the chapter opened. were accepted as a full 
solution of the problem of prices—that during a 
trade boom, when goods are being poured out from 
workshop and factory in unprecedented volume and 
mobs of would-be workers who previously could find 


1 A recent issue of Moody’s Investors’ Service, in a survey of 334 leading 
U.S.A. industrial companies, states that the ratio of éash to curtent assets 
has increased from 29-4 per cent. in 1929 to 34-6 per cent. in 193), in spite 
of the fact that the total dividends paid out on the Common Stock in 1931 
were treble the earnings on this stock for that year (extracted from the 
Financial News for July 25th, 1932). 
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nothing to do are selling their services freely to over- 
worked employers, the prices of these goods and 
services, instead of falling owing to their relative 
abundance, are seen rising and rising. But confi- 
dence is overwhelming. All alike, employers and 
employees, know that their jobs and their incomes 
are safe, and that they, at any rate, are going to live 
happily evermore. So all of us scale down the im- 
portance of holding money, and toss it readily about 
as buyers. If we have goods or our own labour 
to sell, we demand much money before we are willing 
to market them. (Excepting those of us who are 
very young, do we not all remember how in the 1919 
boom the shopkeepers were ever ready to address 
the customers off-handedly, and the customers, having 
only money with them and wanting goods, were 
humble and polite, while everywhere the wage- 
earners were flouting the employers by whom their 
services were being bought ?) 


§ 4 

As an illustration of the preceding argument we 
might take the following episode in the life of an 
imaginary community of a dozen persons dwelling 
in the forest, whose sole economic goods consisted 
of apples and oranges gathered in the surrounding 
area. There being no noticeable difference in the 
amounts of time and effort spent in searching for 
and gathering the two kinds of fruit, the usual rate 
of exchange came to be: one apple equals one orange. 

But once upon a time, in the evening of a day which 
all had spent in foraging for fruit, the group were 
gathered together at their usual meeting-place, and 
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a certain amount of exchanging had been taking place 
at the customary ratio; for as usual some of the 
foragers’ baskets contained many oranges and few 
apples, while with others it was the other way about, 
and there was therefore mutual advantage in indulging 
in barter. 

And then one of the party sneezed. After a 
momentary pause, general conversation was resumed. 
Then. another sneezed. A sharp silence fell, to be 
broken by the enunciation of a wise woman’s aphorism: 
“ Apples are good for colds in the head.” 

The more timid began to press oranges on the 
more sceptical, but without result. The customary 
rate of exchange had broken down. One particularly 
anxious soul then offered three oranges for two apples; 
but still without result. Then a cynical disbeliever, 
who saw in the changing state of public opinion an 
opportunity for future profit, boldly offered to buy 
apples at a price of two oranges apiece. At these 
figures numerous exchanges took place, and the 
new ratio became temporarily established. 

Now if apples (a prophylactic against colds) be 
taken as symbols for money (a prophylactic of 
sovereign merit during an epidemic of bankruptcy), 
it will be seen how the price levels can move as 
between a period of healthy trade and a period of 
unhealthy depression. We may note that there is 
no necessity for any transactions to take place at 
intermediate prices, provided there is sufficient und- 
nimity in the scaling up or the scaling down of the 
value of money; and it is therefore not particularly 
helpful to explain the change of prices as due to a 
“ change in the velocity of circulation.” It may also 
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may be simultaneously affected in quite different 
ways, according as they are felt to possess in varying 
degrees prophylactic powers similar to those possessed 
by money. Thus when general prices are falling, the 
rise in the valuation of money as compared with 
most commodities may be accompanied by a fall in 
the valuation of money as compared with gilt-edged 
securities. The latter rise in price; and the intel- 
lectual justification of the movement is that depressed 
trade will be accompanied by the offer of lower rates 
of interest on new gilt-edged borrowings, and that 
this should he reflected in higher prices for the exist- 
ing issues; but also, though more vaguely, the rise 
is affected by the feeling that the right to an expected 
future stream of monetary interest payments is even 
more attractive than the possession of a block of 
money now, especially as the time is one when the 
streams of future dividend payments from ordinary 
industrial shares show signs of drying up.’ More- 
over, gilt-edged securities being promptly marketable, 
and being always acceptable to bankers as a basis 
for overdrafts, are felt by their owners to be virtually 
money as they stand. 

But it may also happen (as seems to have been. the 
case in America in the years immediately preceding 
the great crash of the autumn of 1929) that when 
commodity prices in general were falling, this fall in 
prices, so far from being accompanied by a wave of 
depression, was taken as a sign of improving efficiency 


1 During such a period of gathering depression newspaper comments on 
the persistent rise in the gilt-edged market often take the form of the 
bewildered question, ‘ Where is all the money coming from to pay for all 
these securities at these mounting prices?” The question might equally 
well take the form: “ Where is all the money going to, that comes from the 
sales of all these securities at these mounting prices ?” (When one person 
buys there is usually some one who sells to him, even if it be only a atock- 
jobber.) 
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\the rapidly improving technique of production giving 
ever-expanding harvests of goods, which would be 
accompanied by expanding markets throughout the 
world, and therefore ultimately by expanding profits 
for the producing companies). Accordingly the best 
mode of holding the equivalent of money was felt to 
be the holding of industrial shares giving a right to 
participate in the astronomically vast profits of the 
future, and individually capable of being exchanged, 
almost at a moment’s notice, for a holding of money. 
The cynical disbelievers also joined in the movement 
that swept up the prices of shares, acting on the 
same principle as our would-be monopolizer of apples. 
And once share prices had risen to four times what a 
reasonable valuation, as understood by the cynics, 
would have made them, there seemed no reason why 
they should not move to five times their proper price; 
and the cynics, rightly, saw no more reason for stopping 
short in their price-raising operations than did the 
simple who expected in all good faith that the profits 
would go on expanding for ever. Hence the Wall 
Street boom; and, when the somnambulists some- 
how awoke, the Wall Street crash.* 

One further point in our apple-and-orange illustra- 
tion is worth noting. If apples are accepted as the 
true standard of value, and if at the beginning of the 
evening’s bartering the group between them held 


1 A similar tale is told of seventeenth-century Holland. “ The first 
bubble of historical importance was connected with the growth of varieties 
of tulips in Holland. It reached its height in 1636 in Amsterdam, and in 
most of the Dutch cities regular markets were established for speculation 
in the roots. In the end tulips were bought and sold like shares in a gold 
mine, for purely speculative purposes, without any ides of actually growing 
the flowers. Fabulous prices were paid for single bulbs—e.g., 2,500 florins 
for a ‘ viceroy,’ a ‘semper augustus ’ 5,500 florins, etc. The mania spread 
to London and Paris, and tulips were dealt in by the stock-jobbers of both 
cities ” (Professor Nicholson, in Palgrave'’s Dictionary of Political Economy, 
vol.i., p, 182). 
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200 apples and 200 oranges, their total wealth might 
be stated as amounting to 400 apples (200 apples plus 
oranges worth 200 more apples). But at the end 
of the evening, though the total quantity of fruit 
was practically unchanged, the community’s total 
wealth had -“ fallen ” to 300 apples (200 apples plus 
oranges now worth only 100 apples). Yet the com- 
munity was certamly very little poorer. In fact, 
if we chose to turn things upside down and declare 
that oranges, not apples, are the true measure of 
’ value, then it would appear that the community’s 
wealth had risen from the equivalent of 400 oranges 
to the equivalent of 600. Neverthcless, if the com- 
munity is apple-minded (thinks, that is, in terms of 
apples) it is natural for it to feel itself so impoverished 
by “the fall in values” that the members have no 
longer the courage to offer apples to one another as 
a reward for fruit gathering; some of the community 
wait hungrily at home; and all are exhorted to 
“tighten their belts” until the depression is over. 

In a time of depression the actual stock of goods 
in existence might even happen to be larger than 
during the preceding boom; and in this special sense 
the community might actually be richer. But this 
sense of the word “wealth”—a stock of existing 
things—is of much less importance than the other 
sense in which we use the same word—as referring 
to a flow of enjoyable things coming into being and 
continuously being consumed and enjoyed. I¢ is in 
the latter sense that the community is definitely 
poorer in goods during a depression than in periods 
of confident activity. . 
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§5 

But the two governing forces that we have been 
discussing, the quantity of the money and the state 
of confidence, are not independent things. When 
confidence is growing, it induces the confident bankers 
in conjunction with their confident business clients 
to increase the quantity of registered-stock money. 
And when the quantity of money is growing (either 
in this way, or through a government’s industry in 
printing endless miles of new paper money), we 
gather confidence that the goods or services that we 
propose to sell will find ready buyers at good prices 
in a market deluged with money. A loss of confidence 
in things in general means that we put our trust in 
holdings of money ; but a loss of confidence in money—~ 
when new money is being poured out and its declining 
value is reflected in ever-rising prices—acts in the 
same way as a relative growth of confidence in things 
other than money. If money buys less each day, 
it is folly to hold more of it than we must, and still 
greater folly to hoard. And so any excess holdings 
that we had built up in a period of timidity get 
emptied out, like new money, into the growing stream 
of money that is sweeping into all the markets. For 
the more sophisticated, the mere rumour that money 
will be more plentiful is a warning that holdings will 
depreciate and that it is well to buy early rather than 
late. And so, with all of us buying eagerly the 
products of one another’s services, we are all able to 
find buyers for our services in supplying one another’s 
needs; and thus a mounting volume of services is 
rendered, and a larger and larger stream of com- 
modities turned out; with the result that we really 
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are richer during the boom in the things that matter, 
though -not nearly to the extent that would be 
indicated if we simply compared our money incomes 
during and before the boom, and took this comparison 
as a measure of our growth in wealth. 

Accordingly, wheri the total of money is doubled, 
and there is reason to hope (or fear) that yet more 
will be forthcoming, it does not follow, as our crude 
opening quantitative statement declared, that the 
prices are merely doubled: they are more likely to 
be trebled or quadrupled. The influence of the 
quantitative change in our money is reinforced by 
the change in our attitude towards things in general— 
the loss of confidence in the money that we realize is 
being tampered with, and the growing confidence in 
the maintenance and expansion of our monetary 
incomes. 

And just as, when we were all over-anxious to hold 
as much money as possible, our average holdings 
tended to grow smaller rather than larger in con- 
sequence, though the purchasing power of each of 
our holdings grew; so when we are all eager to get rid 
of money, our average holdings grow larger rather 
than smaller, though the purchasing power of the 
enlarged holdings grows much less than the purchasing 
power of our previous smaller holdings. 


§6 
But though the quantity aspect and the confidence 
aspect reinforce one another in this way, so that 
depressions may be expected as a general rule to 
pass into activity and prosperity under the influence 
of increased monetary supplies, a mere outpouring of 
new money may in certain cases fail to yield the 
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expected result. Much depends on how the extra 
nioney is created, and the state of mind of the recipi- 
ents, before we can be assured that the desired activity 
will emerge. 

If the bankers cautiously and conservatively set 
about creating what we have called semi-permanent 
money through the wholesale purchasing of securities, 
it may be that the sellers will pass all the new money 
back into deposit accounts, dead hoards (that is) 
acting as an additional drag on the community if 
the deposit-holders receive interest, and having no 
more effect than any other hoards if no interest is 
paid. 

Tf, on the other hand, the new money is created 
by the making of loans to firms that propose to spend 
it, the bank officials will feel compelled, in the interests 
of shareholders, existing deposit-holders, and the 
public, to select with more than usual caution the 
borrowers whom they propose to favour. This means 
that old-established firms in what are recognized to 
be the leading industries will be chosen, those being 
selected that have had before the slump a good 
dividend-paying record. But the slump was due to 
lack of confidence. Such loss of confidence is usually 
an outcome of the existence of maladjustments 
(clearly felt, but not easily and clearly described in 
words by those suffering from them) in the distribu- 
tion of resources among the different industries that 
have come about in the preceding period. It may 
be that the world has been erecting too many cotton 
looms and spindles and drawing in too many hands 
to work with them; or that the world has too many 
coal shafts, or too many ships. Yet, if cotton and 
coal and shipping had been the nation’s outstanding 
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industries, it would be natural for conservative 
bankers to look about among these for firms that could 
be aided with advantage; and if in 1921 the monetary 
expansionists had been in charge of banking policy, 
* it would almost certainly have been firms—the best 
firms—in these industries who would have got the 
new money, and who would have used it to expand 
still further the world’s total equipment for turning 
out similar goods. For it was not easy to see, Fust 
after the collapse in confidence of 1920-21, what was 
permanently wrong in these industries, and how 
much of their suffering was due merely to a temporary 
difficulty resulting from monctary mismanagement. 
So a policy of monetary expansion along traditional 
lines would almost certainly have intensified the evil 
and prolonged the misery. It is the recognition of 
this possibility that seems to be especially responsible 
for the fatalistic policy advocated in many quarters, 
the policy of treating a depression as an act of God, 
and sitting with folded hands waiting for the world 
to recover. 
§7 

What, then, are the alternatives ? 

The banks are accustomed, when expanding mone- 
tary supplies, to pump them in at the producers’ end; 
and producers and bankers together may well make 
the gravest mistakes as to the proportions in which 
the rest of us will want to buy cotton goods or coal, 
houses or cars, cinema tickets or beer. Even if you 
and I know fairly clearly the proportions in which we 
are inclined to buy these things now, we cannot be 
sure that we shall not have changed our views while 
the preparation of these things is going on, especially 
as the mere processes of production, involving a 
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changed volume of payments of wages, dividends, ete 
(inside the favoured firms, and scattered among all 
the other firms with which the favoured firms, their 
shareholders and their employees have business 
dealings), will themselves bring unexpected changes . 
in the wealth of the particular groups of buyers to 
which we ourselves belong. And so the producers, 
however fully informed of the state of affairs at the 
moment, may come to be disappomted in the end, 
with the natural, and probably inevitable, result that 
we have gluts and shortages (of types of labour and 
of plant) simultaneously present all over the field. 
Would it, then, be possible to neglect the producers 
and pour the new money freely into the hands of the 
consumers—that is to say, into the hands of all of us 
(seeing that consumers are not a class, but the whole 
community under another name)? If all possible 
buyers were to be given the extra money, their 
demands on the traders should ensure (it might be 
urged) that all the things they desire would be pro- 
duced in almost exactly the right proportions, and 
we should no longer be faced with the recurrent prob- 
lems of overproduction of this and relative under- 
production of that—such as the problems arising 
from the mistake (if that word be used from a nar- 
rowly economic standpoint) that we made in pouring 
capital wholesale into the engineering trades, to take 
the form of engineering plant, and encouraging all 
the available labour to go into the engineering works, 
during the great engineering boom of 1914-1918, on 
the implied assumption that this boom would last 
for ever; only to find, after the unexpected shock of 
the Armistice, that the world had lost its appetite 
for shells and guns and armour plate—leaving 40 per 


¥ 
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cent. of the engineering hands stranded high and dry, 
along with their unemployed machinery, unable to 
buy their full customary share of the textiles and coal 
and cinema performances that other workers would 
have been eager to supply if satisfactory buyers could 
have been found, but owing to the absence of these 
buyers were constrained to stop supplying and become 
unemployed themselves. 

From the coldly intellectual point of view there 
would seem to be a great deal to be said in favour of 
this way of handling the problem. We should all be 
getting a larger number of the things we desire, and we 
should all be getting a larger demand for our own 
services, so that under-employment would be con- 
fined to those, in the specially overpopulated in- 
dustries, who were specially immobile and unadaptable 
for other work. But it would need a very firm 
conviction that the after-effects, on the human nature 
with which we are familiar, would not be demoralizing, 
before many of us would have the courage to advocate 
the adoption of such a remedy. It would work 
admirably, no doubt, if all of us were unemotionally 
intelligent and realized clearly what was happening. 
But if all of us were perfectly intelligent, no trade 
depression requiring remedy could have occurred; 
any more than, in a world of perfectly intelligent 
beings, there could be any such thing as a science 
of economics—for the subject-matter would have 
completely disappeared.’ 

1 This subject-matter, according to Marshall, is “ the study of mankind 
in the ordinary business of life ”—a study, that is, of emotional ignorance, 
frustrated strivings, reactions to taxes and tariffs and monetary blunders 
and other unforeseen products of our neighbours’ and our rulers’ mistakes 
and unexpectednesses. The ultra-mathematical ‘‘ economist” who works 


out all his conclusions through the medium of geometrical diagrams and 
algebraical formule, and treats all these happenings as unimportant cases 
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Still, in a partial way, it can be tried, and has been 
tried. By selecting people who could be trusted not 
to spoil things by hoarding, and making them the 
recipients of a steady unemployment dole, we have 
done much in this country to tone down the depression 
in which we are involved In America, a “wild” 
section of Congress has advocated a similar move—the 
paying out of war-bonuses on a colossal scale to ex- 
service men. On a small scale they got their way at 
the beginning of 1931, and trade received a distinct 
temporary filip. But unfortunately for the rest of 
the inhabitants of the world (to whom American 
prosperity is almost a sine qua non of their own 
prosperity), the main proposals of the wild men have 
not yet been accepted. 


§8 

But instead of the State providing the money for 
all of its members individually to spend, it is always 
possible for the State itself to indulge in spending on 
behalf of all of us collectively. A State to-day that 
was ruled by a resolute set of economizers would spend 
on a vast scale in order to put an end to, or at least 
reduce, the uneconomical wastage due to unemployed 
machinery and idle human beings. For though when 
an individual economizes he rightly refrains from 
avoidable expenditure (since refraining means, for 
him, that otherwise he will have less money with 
which, let us say, to pay his existing debts), when the 





of “economic friction ” that interfere (slightly) with the practical application 
of hia conclusions (his statements, that is, of ‘‘ what would happen in the 
absence of counteracting forces ”), has dropped all the economies out of his 
studies. The economic friction that he treats as an excrescence on the 
subject-matter of Economiics is the subject-matter itself. 

1 We have lengthened it, no doubt. For without the dole it would have 
come to an end much earlier—by way of a revolution. 
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State spends there is no less money than before. For 
spending means handing money over from one person 
to another within the community.’ Moreover, as has 
previously been pointed out (pp. 67-74), a confident 
expansion of spending tends to bring with it an 
expansion of the quantity of money to be spent, thus 
making a continuance of the spending easier as the 
spending proceeds. If the community consisted only 
of two persons who, owing to a frugal upbringing, 
could never bring themselves to spend anything, 
each would have to produce for himself everything 
that he wished to own or consume, would remain 
poorer than he need, and if he were unskilful in his 
daily work, might well starve. Whereas if both 
spend freely, each is more advantageously occupied, 
and both are richer than if they listened to the distant 
voices of politicians preaching what politicians call 
Economy. 

If, however, we have a democratic State, controlled 
by an elected Parliament of representative citizen 
types, will this Parliament in fact be willing to 
authorize public spending? Each of the members 
of the Parliament, in so far as he is a genuinely 
representative type of citizen, feels that it is a patriotic 
duty to discourage all avoidable expenditure—until 
the depression is over. Individually, he is timid 
about spending. Gregariously, he will feed upon the 
timidity of the rest, and reinforce its gloom from his 
own reservoir of gloominess. Hence those who 
clamour for the State—the all-wise, serene, far-seeing 


1 This is specially obvious in the case of a country like present-day 
England having a monetary system under which money neither enters nor 
leaves the country; though the fact that the ownership of portions of the 
total of registered-stock money may be tossed backwards and forwards 
between Englishman and foreigner often creates curious illusions concern- 
ing ‘‘ movements of money ” across the frontier. 
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State—to counteract what aJl are doing, are no more 
likely to find in the State the reforming agency that 
they dream about, than are those likely to see their 
dreams fulfilled who insist that it is the business of 
wise, patient, clear-headed bankers to remedy by 
bold action the monetary evils for which, in the same 
breath, they insist that the bankers (not having been 
wise and clear-headed) are mainly responsible. 
Since both M.P.’s and bankers, in a democratic 
country, are likely to see with the same eyes, and 
become infected by the same microbes, as the great 
bulk of the citizenry, to sketch out schemes for saving 
depressed humanity through firm, consistent, ener- 
getic action on the part of undepressed M.P.’s or 
bankers is to put one’s confidence in the improbable, 
even if those who elaborate such schemes refrain 
from blaming governments and banks for bringing 
upon us the economic blizzard. 

But let us assume that the improbable happens, that 
Parliament heroically decides to abandon its economy 
stunts of non-spending—its programme, that is, of 
checking the production of wealth by refraining from 
giving the customary summonses to idle men and 
machines to get going at producing something instead 
of rusting in the blizzard—and surrenders to the 
arguments of those who protest against the dis- 
economy of idleness. How is the money to be raised ? 

It must either be obtained from the existing 
stock already held by all its members; or else the 
State must create the money, or force the banks to 
create it. 

If higher taxes are imposed for the purpose, we may 
find the timid and depressed taxpayer becoming yet 
more depressed. For every five shillings that he has 
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to contribute in extra taxes he cuts down his ex- 
penditure by six shillmgs; and the grand total of 
expenditure (which is the same thing as the grand 
total of the summonses to the producers to produce 
wealth) is reduced by the aggregate amount of the 
shillings by which each cuts down his expenditure in 
excess of what he glumly hands over to the State 
officials to spend. 

On the other hand, the contractors whom the State 
will employ, and the firms that expect to get orders 
from these contractors (for raw material, say, or for 
machinery), will grow more cheerfully confident, in 
spite of the extra taxes they are expecting to pay; 
and as the contractors and these other firms expand 
their wage bills, all other firms that supply goods for 
wage-eamers gather confidence likewise. The very 
sight of the falling figures of unemployment rouses 
hope in all directions; and it is realized that the re- 
duced calls upon the Unemployment Fund and upon 
the Public Assistance Committees will reduce the 
calls upon taxpayer and ratepayer required to cope 
with the evils of unemployment.’ 

The net result—whether growing confidence in 
certain directions will outweigh growing anxiety 
in others, or vice versa—will decide whether prices 
will move upwards or not. As to which is the more 


1 If the spending takes the form of a campaign for the beautification of 
the country and the destruction of all the obvious hindrances to general 
health and efficiency, it has the great advantage over war-time expenditure 
that this campaign is one that can continue indefinitely, expanding when 
individual spending threatens to contract, and contracting when individual 
spending grows exceptionally eager. From the narrowly economic point 
of view—if, that is, we could ignore the mental and physical aufferings, 
the gross injustices involved, and the growth of international ill-will— 
a great war brings many advantages. But there are attendant economic 
drawbacks, not least of which ts the difficulty of avoiding grave dislocations 
in passing abruptly from the boom conditions of war to the lethargic atmo- 
sphere of peace, 


84 THE FUNCTIONS OF MONEY 


likely influence to prevail, the reader should be as 
competent as the writer to express an opinion.* 


§ 9 

But why not raise funds by the issue of a public 
loan? If this would bring forth subscriptions from 
those who to-day cling fast to those 900 millions of 
hoarded deposits, the effect would be admirable. 
But why should it? These hoarders are maintaining 
their hoards and receiving tribute from the banks at 
the present moment (since early in 1932) at the rate of 
$ per cent. per annum, though they could have 
obtained 5 per cent. by bringing the dead deposits 
to life and buying War Loan, and can still buy the 
ownership of existing State loans at prices that would 
yield them 3} per cent. Why should they be tempted 
to subscribe to the new Unemployment Loan if the 
possibility of buying the old State securities proved 
an insufficient inducement to lead them to break 
into their hoards? Clearly unless moral influences 
were effectively brought to bear on the hoarders, the 
Unemployment Loan would be taken up only by 
those who, but for the new loan issue, would have 
invested in some other direction (placing their 
monetary holdings in the hands of company directors 
or public authorities to spend) or else would have spent 
the money themselves. 


1 How difficult it is to judge the relative strengths of such conflicting 
influences in the sphere of confidence is well known to those who have 
watched closely the movements of share prices in New York in the last few 
years. From time to time there come reports of widespread cuts in the 
wage rates in the major industries of the country. Instead of interpreting 
such news as indicative of a probable contraction in the total flow of spending 
that is necessary to maintain the prosperity of all business, Wall Street 
generally reacts to the reports hopefully, feeling that the fallin wages means 
@ probability of higher profits for all companies whose wage biils are likely 
to besimilarly reduced, and the prices of shares in general receive a temporary 
fillip, slipping back again as general business continues to contract. 
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§ 10 


It appears, then, that the State would almost 
necessarily have to carry out its policy by forcing the 
banking system to create the new money, the natural 
proceeding being to obtain Ways and Means Advances 
from the Bank of England—the procedure being 
similar to that by which the business man obtains 
his loans from a member bank, except that the State 
commands while the business man requests—and to 
stand ready to expand the note issue as soon as the 
activities of the contractors and other firms had 
caused such an increased withdrawal of bearer money 
from the member banks in connexion with their 
increased wages bills, with a consequent withdrawal 
by the member banks of bearer money from the Bank 
of England’s Banking Department, as to seem to 
jeopardize the Central Bank’s position. This course 
has much to be said for it; and if the foreigner could be 
trusted to form all his ideas of our economic position 
on coldly intellectual grounds, the arguments in its 
favour would appear overwhelming. But the re- 
actions of the foreigner constitute an offsetting draw- 
back. Consideration of this point does not provide 
a full justification for rejecting this plan of attack; 
but it needs to be borne in mind. The foreigner 
would almost certainly take fright, as he did in 
September, 1931; and his fright would almost certainly 
result in plunging exchange rates, with the accom- 
panying dislocation of our foreign trade, unless our 
central monetary authorities held, in the recently 
established Exchange Equalization Account, exceed- 
ingly heavy amounts of claims to foreign moneys with 
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which to meet the demands of those who were throw- 
ing over their holdings of sterling in order to get the 
moneys of other nations and buy investments 
abroad. 


$11 


Thus it should be evident that the problem of 
pushing up the price level by inducing the increased 
flow of spending that is the concomitant of increased 
general confidence is not a simple problem when de- 
pression has firmly set in. It is easy to work in the 
opposite direction, and check what is judged to be 
over-confidence by curtailing the customary supplies 
of new money and hinting that they may be curtailed 
yet further. From the ecstasies of boom the down- 
ward path to the Avernus of Depression is easy. 
Facihs descensus. But to retrace our steps—hoc opus, 
hic labor est. 

In the case of Great Britain, moreover, the inter- 
national aspect of our activities introduces a serious 
complication, owing to the extent to which our 
resources (capital and labour) have been specialized 
for the task of serving the economic needs of the 
outside world; for unless the outside world recovers 
confidence and some measure of prosperity, it is 
difficult to see how the unemployed workers attached 
to the export trades can be diverted into alternative 
lines of work, even if the constitutionally immobile 
groups among them are willing to suffer considerable 
hardships in the effort to re-adapt themselves. In so 
far as public works here necessitated increased im- 
portation of materials, there would be some slight 
improvement in the countries from which these goods 
came; and if the sterling payments received were 
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used by the foreigner to buy English goods, our 
export trades would reap some benefit. As the 
launching of a policy of public spending would shake 
foreign confidence in sterling, it does not seem likely 
that any part of the sterling acquired by the foreigner 
would be used to buy sterling securities. Rather 
the endeavour to sell such securities would depress 
sterling in terms of foreign moneys; and this, while 
providing some stimulus to the exporting trades, 
would make more difficult the continued importation 
of foreign materials. Owing to the difficulty of 
seeing how public opinion both at home and abroad 
would react to such a policy, it seems useless to attempt 
any forecast concerning the relative importance of 
these conflicting influences. 


§ 12 


The ideas underlying this argument may be summed. 
up in a different manner thus. 

In the academic teaching of monetary theory it has 
been customary to begin by dwelling upon what is 
generally known as Professor Fisher’s formula. This 
formula is an algebraical equation which may be 
translated into English thus: The grand total of units 
of money (in this country the grand total of farthings 
represented by all the registered-stock money plus 
that part of the bearer money that is not inside the 
banks), multiplied by the average number of times in 
the year that each unit is used, must give the same 
figures as the grand total of the number of items sold 
in the year multiplied by the average price of the 
items. In other words, the flow of money from the 
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buyers equals (or better, is identical with) the flow 
of money to the sellers.* 

In time of depression the flow of money from the 
buyers falls away; and unless the flow of items to the 
market—these items comprising such things as hours 
of cotton-spinners’ or film stars’ labour, stocks and 
shares, acres of land and bills of exchange, besides 
the commodities the selling of which takes place in 
every form of shop—can be drastically curtailed all 
round, the average prices of the items must fall away 
to a similar extent. The flow of money from the 
buyers is likely to increase if the quantity of money 
being created is allowed to exceed the quantity that 
is always being destroyed by such processes as the 
repayment of loans to the banks—in other words, 
if there is a continued expansion in the quantity of 
money available for spending. But the more im- 
portant practical consideration is the raising of the 
level of confidence so that the buyers (that is to say, 
all of us) are more willing than we have hitherto been 
to part with our money in exchange for what the 
sellers offer to us; for this increases the average 
number of times in the year that each unit of money 
is used, whereas a mere increase in the quantity of 
the money, if the additional money is hoarded (or, 
in other words, is used no times in the year), makes 
no difference to this flow of money, and therefore no 
difference to the price level, because the average 
frequency of the use of the units of money falls to an 


1 Those who argue in favour of contractions of public expenditure during 
a, depression seem to imagine that the flow of money from the buyers (the 
public authorities) could be cut down without any change in the flow of 
money to the sellers (the taxpaying servants of the State), and therefore 
without any reductions in these people’s incomes, or the amounts that they 
have been contributing to the public revenue, or the amounts that, by their 
spending, they have been adding to the incomes of the rest of us. 
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extent exactly counterbalancing the increase in the 
number of the units.? 


§ 13 


The social evils connected with falling prices (a 
Tising value of money) may be summed up very 
briefly. A rise in the value (or purchasing power) of 
the money in which any contract is stated increases 
the burden of the debtor. We are all of us, all the 
time, debtors and creditors simultaneously. It is 
virtually impossible to place ourselves in a perfectly 
neutral position. Unless our employer stands over 
us, doling out our pay farthing by farthing as we 
render our services minute by minute, we are his 
creditor until he clears off the debt on pay day. 
And similarly, unless we dole out our rent to the land- 
lord farthing by farthing throughout the long months, 
we are always his debtor save at the moments when 
we remember to make payment in full up to date. 
In the modern world we are all entangled in a gigantic 
spider-web arrangement of contractual wires running 
this way and that, limiting our freedom of movement. 
But a little consideration should enable most of us 
to decide about our own case, whether we belong to 
the predominantly creditor or to the predominantly 
debtor group. Rising prices mean loss to the former 

1 For the benefit of the professional student of monetary theory it may 
be noted (with apologies to the general reader) that when the Cambridge 
formula (as given in Appendix I. of Mr. D. H. Robertson’s Money, 1928 
edition) is substituted for the Fisher formula, the symbol that stands for the 
inverse of ‘‘ velocity of circulation ” indicates by changes in its magnitude 
changes in the level of confidence. A rise in the fraction represented by 
this symbol means @ corresponding fall in confidence, and vice versa. (For 
the conventional phrase “‘ velocity of circulation ” some students may find 
it less bewildering to substitute the more precise phrase “‘ frequency of 


change of ownership.” The former may carry with it a suggestion of spatial 
as well as temporal relations which can be very misleading.) 
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and gain to the latter; falling prices gain to the former 
and loss to the latter. 

If we take a joint-stock company composed of a 
group of shareholders, carrying on their business under 
a binding legal contract to pay interest to a block of 
debenture-holders, and hiring on nominally short- 
period contracts a small army of wage-earners (who are 
inclined to treat any proposal to renew their contracts 
on lower monetary terms as an outrage verging on an 
act of war), we can easily picture what happens if 
the prices of its products are halved, while all other 
prices are unchanged. Double the previous amount 
of physical output is required to be produced and 
sold if an unchanged income is to be provided for 
shareholders, debenture-holders and wage-earners. 
There is no legal escape from the debenture-holders’ 
insistence that they should receive the proceeds from 
the sale of twice as much of the output as had pre- 
viously to be sold to meet their half-yearly claims. 
The shareholders are forced to accept less; and may 
well be compelled to insist on a revision of the quasi- 
contracts under which their employees are working, 
in order to escape bankruptcy and the complete 
closing down of the works. 

Now the economic progress of society depends 
mainly on the activities of the adventurous—those 
who launch businesses to produce old things or new, 
contracting with no man to receive a fixed income at 
his hands, but, in order to carry out their aims, 
contracting that others should work for them for fixed 
salaries, and contracting to pay the equivalent of a 
fixed salary to the timid capitalists who can be 
induced to supply them with the sinews of war. 

The adventurous business class (which includes the 
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ordinary shareholders in joint-stock companies) is the 
great debtor class; and the more prosperous and pro- 
gressive a firm becomes, the more deeply, as a general 
rule, does it become involved in debt contracts with 
banks and debenture-holders. The timidly cautious, 
tisk-evading people of the saving class are the out- 
standing creditor element of the nation. 


§ 14 

But how about the banks, and their deposit-holders? 
Where do they stand ? 

For accountancy purposes the deposit-holders ap- 
pear, and must appear, in the banks’ balance sheets 
as the banks’ chief creditors. But accountancy is 
largely built up on professional fictions, fictions that 
are desirable and useful in themselves, but fictions 
that can readily produce the equivalent of intellectual 
hallucinations in the minds of investigators. The 
shareholders of the bank also appear in the balance 
sheets as creditors of the bank. But the bank owes 
them nothing: they themselves are the bank. As 
shareholders they can claim nothing from the bank, 
unless, as a body, they decide to wind up the banking 
business: then they may take away their shares of 
the net assets, but these are likely to be very different 
figures from those that appear in the balance sheet. 
Similarly, whoever carries in his pocket a Bank of 
England “ Promise to pay the Bearer One Pound,” 
is included in the Issue Department’s balance sheets 
as a creditor of the Bank, though we all know that 
the Issue Department has no other sorts of pounds 
with which it can legally redeem its promises if any 
of us appear at the Bank’s counter with a demand 
that we should be given the promised pound. Few 
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of us, indeed, have any idea what a real pound looks 
like, after living so long on faith and on promises 
of pounds. 

Except for accountancy purposes neither deposit- 
holders nor note-holders can reasonably be thought 
of as forming part of the creditor class, though in 
dealing with individual deposit-holders the banks 
are under a legal obligation to hand over one form 
of money in exchange for the other. When, there- 
fore, the banks cause a rise in the price level by ex- 
panding the total of registered-stock money, they are 
not acting unfairly to either of their two groups of 
nominal creditors—the shareholders or the depositors. 
They are making things harder for the creditor class 
in general—for such people, for instance, as the old 
age pensioner who has never had any dealings with 
banks in his life. They are making things harder for 
such users of registered-stock money (their own 
“ depositors ”’) as the people who live on the interest 
from mortgages, debentures, and Government stock. 
They are also making things easier for the great debtor 
class of business men and holders of ordinary shares, 
most of whom are “depositors” using registered- 
stock money. It is therefore altogether misleading 
to discuss the banking system’s actions in raising and 
lowering the price level as actions that damage or 
benefit the “ depositors ” for whom it should act as 
“a faithful steward, administering to the best of 
its ability a fund of congealed saving which has been 
built up in the past” (Robertson, Money, 1928, 
p- 90). The transfer of resources that takes place 


1 Similarly, Mr. Keynes, in dealing with the analogous case of State- 
created (instead of bank-created) money declares that inflation constitutes 
a tax “on all holders of notes in proportion to their holdings ” (A Z'ract on 
Monetary Reform, 1923, p. 43). But if A, a business man belonging to the 
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when the bank “lends” (ec. buys an individual’s 
promise of a definite future payment, instead of buying 
the generalised promises embodied in stock-exchange 
Securities) is a transfer not at the expense of deposit- 
holders as such, but at the expense of the creditor class 
as a whole (deposit-holders and non-deposit-holders 
alike), while the whole debtor class (deposit-holders 
and non-deposit-holders alike) gets some incidental 
benefit. In so far as bankers by their policy can in- 
fluence the movements of general prices, their proper 
aim seems to be to avoid unnecessarily inflicting 
damage on either the debtor or the creditor section. 
of the community when seeking to confer a benefit 
upon the other (each of these sections comprising both 
deposit-holders and non-deposit-holders). 


$15 

But alongside the creditor class there must be 
placed, as gainers, or potential gainers, when the 
price level is falling, all those who are holders of more 
money, even if it merely consists of a rather generous 
allowance of pocket money and a needlessly large 
current account, than is required for the smooth 
working of their daily lives and the effective carrying 
through of their business activities—those, in short, 
who are to any extent hoarders. The greatest 
quantity of hoarded money (say 900 millions) is held 
in the form of time deposits, and the time depositors 
gain, not merely as contractual receivers of interest 





debtor class, requires large monetary holdings for the smooth working of 
his business, and B, a rentier living on the interest from Government stock, 
has normally a small holding, though inflation compels both to hold a larger 
quantity of money, this in A’s case is likely to represent a smaller proportion 
of an enlarged real income, while in B’s case it is a larger proportion of a 
contracted real income. 
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from the banks, but as holders of potential spending 
power. But if any large number of these were in- 
duced, by a consciousness of the increase in this 
spending power during a period of falling prices, to 
put it to the test, they would be surprised to find 
how rapidly it evaporated. For the emergence of 
their hoards would be inflationary in the highest 
degree (see p. 82); and their expected gain, if many 
tried to reap it together, would quickly disappear in 
the reversal of the downward price trend. But the 
holders of time deposits, in spite of their vast numbers, 
are not the typical deposit-holders, seeing that they 
are to a smaller extent than the other clients of the 
banks users of registered-stock money. They are 
mere holders of registered-stock money. As hoarders, 
they gain neither more nor less than hoarders of notes; 
and hoarders, in general, can only exchange their 
present enjoyment of being able to savour “ more 
jam to-morrow,” for the less satisfactory “some jam 
to-day,” if they force themselves—a task often 
requiring a great effort of will—to change their most 
deeply ingrained habits. 


§ 16 

In a period of falling prices the debtors suffer. 
The most important of these are the business adven- 
turers. But alongside these we must set another, 
and larger, group, the taxpayers. 

Let us picture a country that enjoys a total national 
income of 4,000 millions, and finds that it needs to 
provide its Government with an annual revenue of 
400 millions to meet the ordinary requirements of 
administration, defence, etc., and a further 400 
millions to pay interest on its National Debt. If 


THE CHANGING VALUE OF MONEY 95 


every member of this community, from millionaire 
to street scavenger, paid exactly the same rate of 
income tax, a scale of 4s. in the £ would suffice. 
Now let the price level fall by one-balf; and supposing 
the flow of real things produced were unreduced in 
quantity (an unlikely supposition), the total income 
would come to be assessed at 2,000 millions The 
State’s expenditure on general administration might 
similarly be reduced from 400 to 200 millions (judges, 
postmen, etc., agreeing to accept half-pay now that 
prices were halved). But the 400 millions for the 
National Debt Service would remain; and in order 
to raise the required total of 600 millions of govern- 
mental revenue, the income-tax scale would need to 
be raised from 4s. to 6s. in the £. 

Accordingly, when there is great difficulty in a 
period of falling prices in balancing the Budget—in 
preventing, that is, the governmental expenditure 
from exceeding the governmental revenue—it is not 
a very gross exaggeration to declare that the simplest 
way to achieve the balanced position is to increase 
the expenditure and forget about the revenue. For 
the increased expenditure tends to drive up prices 
and with them the money incomes on which the busi- 
ness class pays income tax and super-tax; the rising 
price level means higher valuations of all property 
and hence a higher yield from the death duties;* the 
greater business prosperity means stock-exchange 
activity yielding millions of increased revenue in 
stamp duties; and the general feeling of growing well- 

2 If the prices of all things produced by the community are halved, the 
total income to be divided among the members of the community that 
produces the things must be roughly halved. 


2 Owing almost entirely to the fall in prices the yield of the death duties 
fell from 82 millions in 1930-31 to 65 millions in 1931-32. 
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being is accompanied by more expenditure on such 
taxed commodities as petrol, beer, and postal service. 

Nor is there any paradox in this argument, however 
strange, to some, it may appear at first sight. For 
rising prices, giving encouragement to the business 
man, bring masses of unused labour and machinery 
back into action; so that the nation gets a larger 
real income of desirable things, and should naturally 
be able to bear its burdens more easily seeing that it 
is genuinely wealthier. 


$17 


But this question of the evils attendant on falling 
prices has in recent years been discussed almost ad 
nauseam. We can therefore safely dismiss it and 
pags on. to other points. 

At this stage I scem to hear certain impatient 
voices irritatedly protesting that the economist’s 
business is to describe some form of money, or to 
propound some fool-proof method of dealing with 
money, the adoption of which will make it possible 
to put an end to these rises and falls in the price level 
and to hold the purchasing power of money perfectly 
steady. 

If a reformer of this type should be among my 
readers, 1 shall probably irritate him yet further by 
propounding a further question. Is it theoretically 
conceivable—this is not a question about mere 
practicability—that the value of money could, in 
any conceivable world, remain perfectly stable? It 
is an irritating question to ask. For the reformer 
who feels that it is a matter of life and death for him 
to jump over the moon—now—at once—without 
delay—and who merely wishes to know how and 
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when and from which mountain to jump, to have 
much precious time wasted in discussing the irrelevant 
question whether jumping over the moon is com- 
patible with the known laws of physics is naturally 
exasperating. Others, however, may think other- 
wise. 

A statement of the value of anything is a statement 
about its relationship to other things—how much 
coal or money or butter will be given in exchange for 
it. It is similar to a statement about its physical 
position, which is a statement of its spatial relation- 
ship to other things—its distance from points A, B 
and C. 

Now, a very little thought convinces us that we 
cannot imagine an absolutely stationary physical 
object unless all other physical objects are also fixed 
and immovable. If the whole physical universe 
were narrowed down to two physical objects; and, 
observing these with a spiritual eye (a physical eye 
would be a third physical object—which would com- 
plicate matters), we perceived that the distance 
between them was expanding or contracting, we 
should know that movement was taking place. But 
we should have no possible grounds for declaring 
that A was stationary and B moving, or vice versa. 
If we observed with a physical eye, no doubt we 
should be inclined to be dogmatic—declaring that, 
since A continued to occupy the same position in 
relationship to the eye, A must be the stationary 
object. But this assertion would be based on the 
assumption that our eye was stationary, for which 
there would be no justification. We often surrender 
to the illusion of thinking ourselves stationary, for- 
getting that we are always being whirled round the 
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centre of the earth at an enormous pace, and simul- 
taneously being swung round the sun at a different, 
pace, and that when, seated by our window, we watch 
an aeroplane careering across the sky, it may well be 
that, in relation to the earth’s centre, the aeroplane is 
more nearly stationary than our window or ourselves, 

Very similar illusions can, and do, prevail with 
regard to money. If a certain article was priced at 
20s. in 1914, and at 30s. in 1919, many people would 
have felt that its value had risen. Yet in relation to 
almost all marketable objects—cotton, steel, bread 
and so forth—its value would unmistakably have 
fallen. 

In a moving economic world the value of no single 
thing can remain stationary for a day. It may be 
that the price of a loaf of bread remains sixpence for 
a year on end. But this merely means that sixpence 
and a loaf throughout this period have their values 
moving in unison—that when oranges are priced at 
twopence the value of both loaf and sixpence is three 
oranges, and that when. oranges are a penny each the 
value of a loaf or a sixpence is six oranges. If our 
economic universe contains only three exchangeable 
things—-loaves, oranges and sixpences—the necessary 
condition for the perfect stability of the value of a 
loaf is that the value of an orange and a sixpence 
should also be perfectly stable. A perfectly stable 
value of money, or of bread, could only be established. 
in a frozen world of unchanging desires and unchange- 
able ideas about the efforts and costs expended in 
producing the things that satisfy the desires. 

As soon as one tries to picture oneself inside such 
a world of deathly monotony, one begins to feel a 
desire to escape, a desire that grows stronger and 
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stronger, until one feels that, if others are similarly 
afflicted, the rising tide of desire must force up the 
price of any means of escape and upset the assumption 
of stationary values with which we began. 

But changes in individual values (each of which 
changes the value of everything else, including money, 
and therefore changes, however microscopically, the 
general price level) are not merely essential to the 
enjoyment of life in a living world (where not even 
the very best brand of beer gives complete satisfaction 
everlastingly), but are also an essential piece of the 
machinery required in order to make possible economic 
progress and the expansion of wealth. If, say, the 
progress of agricultural technique—tractors, com- 
bines, fertilizers—and the eagerness of pioneers in 
opening up new agricultural lands, give the world a 
disproportionate deluge of wheat, it would be wasteful 
not to have some device for checking the influx into 
the business of wheat-production of more capital, 
more promising youths, more hope, and more energies 
of all sorts, that could, from the world’s point of 
view, be more satisfactorily employed in increasing 
the supplies of other things, such as houses or whiskey 
or schools, of which there is always a shortage. And 
this device consists in lowering and lowering the 
price of wheat until what the farmer gets for his 
crop is not sufficient to cover the prices that he pays 
for his fertilizers, his seed, and his labourers’ services. 
The purpose of this is to warn the village boy against 
becoming a farm labourer, and the farmer’s son against 
clinging to the romantic idea of a career on the land. 

Of course, if many of us sympathize strongly with 
his turn for romance we may agree that the world 
ought to forego the alternative products that these 
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agriculturists might have produced; and make up the 
income of farmer and farm labourer by subsidies, open 
or disguised, taken from the rest of the world’s income, 
in order that these people may have what such people 
got in the past—when the world at large used to call 
more eagerly for wheat—or, in conventional language, 
may get “a living wage.” When public authorities 
intervene in these sorts of ways it confuses the 
economist’s expositions a little, but it does not upset 
his fundamental ideas about the omnipresence of the 
principle of supply and demand. For we demand 
things collectively, through our public authorities, as 
well as individually. Thus, when we become aware 
that our streets are badly swept, we raise, through our 
local representatives, the price we pay for scavengers’ 
labour (in order to be able to choose the very best 
types of applicants to be scavengers) above the prices 
paid for semi-skilled engineers and people of that sort; 
while, remembering the uselessness of the years that 
we ourselves once spent in schoolrooms, we lower, 
through our representatives, the price we are willing 
to pay for schoolmasters’ services, and so considerately 
warn all intelligent youths away from wasting their 
powers in giving us products that we value less than 
other products they might be more usefully engaged 
in creating. How, otherwise than by the combined 
influence of collective demand and of individual 
demand, are we to draw into each and every line of 
productive service the right numbers of the right kinds 
of workers, and with them the most satisfactory share 
of the whole community’s capital resources, in order 
that, by aid of these resources, the total labour force 
of the world may produce the largest possible total of 
satisfying things ? 
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Tt is for this reason that we require a monetary 
system and the device of quoted money prices—to 
have something that will act as a set of powerful 
magnets, showing at each moment the relative 
desirability of this product and of that, drawing in 
productive resources here and repelling them there. 


§ 18 

We want, when we institute money, twelve pence 
always to be equal to one shilling; but we should not 
want twelve pence always to be equal to one cinema 
ticket. In talking of a rising or falling value of 
money—which means a markedly rising or falling 
value, and not the unnoted rising and falling values 
that are continually present in the sleepiest and most 
stationary of communities—we are talking of the 
relationship of money not to any one thing, such as 
bread or cinema tickets, but to some selected group 
of things that seem to us, for the particular purpose 
we have in hand, the group that has the greatest im- 
portance. Thus, the officials of the Labour Ministry 
have made up a composite bale containing so many 
ounces of butter, so many loaves of bread, so many 
pounds of beef, mutton, fish and potatoes, 80 many 
hundredweight of coal, and so forth and so forth, 
mixing the items together in proportions suggested 
by returns obtained in a pre-war year from 1,300 
working-class families—large families, small families, 
town families, village families, underpaid and over- 
paid families—and having reduced this bale to exactly 
the size at which all its contents‘could be bought in 
1914 for £100, treat this as the base of their Cost of 
Living Index Number. Each month, after sending 
out questionnaires to representative shopkeepers, 
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they announce the current price of the contents of the 
bale. Butter has been rising in price, and boots have 
been falling. But the price of the bale as a whole, they 
announce, has risen this month from £140 to £141— 
putting their announcement in the form of a statement 
that the cost of living has risen one point and now 
stands at 41 per cent. above pre-war level. 

But this particular bale, however carefully put 
together (so that there will be butter and boots and 
coal enough to match the bread and the shirts and 
coats), is not the only possible bale that can be chosen 
for measuring the unmeasurable—the percentage 
changes in the general level of prices. 

The Board of Trade, and also a number of other 
unofficial bodies, construct similar composite bales 
to indicate changes in the purchasing power of money 
when used by business men for business purposes. 
Usually the bulk of the articles included in these 
bales are raw, or semi-raw, materials; and though the 
results obtained are usually called Index Numbers of 
Wholesale Prices, it would generally be truer to 
describe them as Index Numbers of the prices of 
materials. 

Obviously it is possible that, just as it happens that 
among the objects inserted in the Labour Ministry’s 
bale potatoes may be going up while bacon is going 
down, so it may happen that the Cost of Living Index 
is moving in one direction and the Wholesale Index 
in the other. A fanciful case that might serve to 
illustrate this state of affairs would probably arise if 
an industrialized State were placed by the League of 
Nations under a complete economic embargo. Most 
raw materials would slump in value because business 
men, not seeing their way ahead, would hesitate to 
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purchase them however cheaply they were offered. 
It would be better, all the inhabitants would feel, 
to cling to money rather than to means of wealth- 
getting, if the ordinary roads to wealth-getting were 
blocked by the League’s decree. But for the same 
reason it would be better to get hold of foodstufis than 
cling to money. So the raw material index might be 
expected to fall, while the Cost of Living Index rose. 
Thus according to one set of Indications, or Indicating 
Numbers, the value of money would be rising, and 
according to another it would be falling. Yet both 
Index Numbers might well be correct; just as, if a rise 
in the price of landladies’ services and a fall in the 
prices of baby foods were the only changes that 
oceurred in a given period, we should realize that it 
would be correct for bachelors to declare that the 
value of money had fallen, and correct for very much 
married men to declare that it had risen. 

But if the value of money is to be held stable, 
according to which set of indicators is the Bank of 
England to endeavour, by juggling with bank rate 
and buying and selling securities (in order to counter- 
act the upward and downward swirls in our desires 
for this and for that, or the expanding and contracting 
volumes of effort required for the production of this 
and of that), to satisfy the demand for a stable 
measure of value—as stable, let us say, as were our 
measures of weight and measures of length before the 
days of Einstein and relativity? Or is it to com- 
promise between the claims of both of them ? 

These two indexes, it may be noted, move at very 
different speeds and over very different ranges. The 
volume of food-buying fluctuates relatively little in 
good times and bad. But when trade prospects are 
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bad, business men feel little temptation to make 
speculative purchases of materials which they are 
afraid at the moment to work up into products for a 
market that seems, in a time of depression, to have 
lost all desire for them, however temptingly low the 
prices of the materials may be falling; while suppliers 
of raw materials (wheat, rubber, tin) are often unable 
to contract their outputs without great dislocation 
to their activities, however low the reward they are 
getting; and in some cases actually feel driven to 
produce, by overtime effort, more than their previous 
output, in order to get something like an approach to 
a living wage; and so accentuate, by their eagerness, 
the movement towards still lower prices. Hence the 
raw material index swings violently upwards and 
downwards, in marked contrast to the relatively 
leisurely movements of the Cost of Living Index. 


§ 19 


But these are not the only composite bales that we 
might construct. Financial journals see no difficulty 
in constructing bales containing nothing but bundles of 
stocks and shares, and call the resultant figures an 
Index Number of the course of Security Values; or 
bales containing nothing but the contracts of shipping 
companies in all parts of the world, and call the 
figures produced an Index Number of shipping 
freight charges. 

Besides these, there is one outstanding group of 
things which seems to be fully as important as any 
groups of commodities and might be adopted as a 
possible criterion for gauging the stability of money. 
It has in some quarters been tentatively proposed, 
under the designation of the Labour Value of Money, 
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as providing the best single index number to be 
watched by the authorities when pursuing their aim 
of satisfactorily regulating monetary policy. 

Instead of the bale being filled with such things as 
foodstuffs and raw materials, let it be constructed so as 
to hold only slips of paper, one stating the Trade Union 
price of one hour’s work done by a cotton-spinner, 
another the hourly wage rate of the mason, and so 
forth and soon. Then we should get an Index of the 
Labour Value of Money. 

As one of the numerous index numbers to be used 
in the historical study of the course of human welfare 
in the past the Labour Value Index is clearly indis- 
pensable. But as a guide to current policy it has 
some very distinct disadvantages. 

The programme would apparently be that while 
some unions were successfully pushing their pay up 
from 15 pence to 16 pence an hour, and others were 
accepting reductions from 10 pence to 9 pence, the 
preponderating rates for all occupations together 
should oscillate closely around (say) a shilling an hour. 
Then, if the ordinary forms of economic progress 
continued to play their part (improvements in business 
organization, inventions, and discoveries), with the 
increased output per head of the commodities and 
services produced there would be, under competitive 
conditions, a closely parallel fall in the prices of these 
products. The workers would share with the in- 
ventors and business leaders the accruing advantages 
of getting larger quantities of the things they desired 
for the same number of hours of labour. Also those 
who had served the community by building up stores 
of capital in the past, making possible the utilization 
of all the new ideas, would also gain; their fixed 
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monetary income of interest payments giving com- 
mand over progressively more and more of the things 
that their capital had helped to create. 

But one of the chief sources of satisfaction in life 
for all of us is the sense of achievement, and money 
must perhaps always be our chief measure of individual 
economic achievement. It is almost certain that any 
group of wage-earners would obtain a far greater 
measure of self-satisfaction and contentment through 
forcing up their weekly pay from 60 shillings to 80 
shillings while the prices of things they habitually 
bought were rising by more than a third (so that their 
“real”? incomes, in terms of purchasable commodi- 
ties per hour of labour service, were falling), than the 
satisfaction they could obtain through a slow cheapen- 
ing of all things while their money wages remained 
unchanged. The slow cheapening passes almost un- 
noticed. When noticed, it is a thing like good 
weather, worthy perhaps of congratulatory mention, 
but not exactly a thing to take pride in; whereas 
the pushing up of money wages appears always as the 
result of personal achievement; and the improved 
self-respect gained as a consequence is not likely to be 
dissipated by anything so apparently extraneous as 
the movements of commodity prices. From the 
human-welfare point of view the illusory economic 
gain from rising money wages almost certainly out- 
weighs any economic loss attendant on the mere 
obtaining of a slightly smaller income of consum- 
ables; and the gain of a larger income of consumables, 
if unaccompanied by a rise in monetary income, will 
yield but modest satisfaction. 
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§ 20 


If it is necessary to express any individual opinion 
on all these conflicting ideals as to the broad general 
aim to be followed, in ordinary times, in controlling 
the price level, then, with hesitation and a complete 
readiness to modify and retract, as one incalculable 
change follows another, I should give my vote in 
favour of a gently oscillatory gradual slow movement 
in an upward direction. The upward movement 
lightens the burdens of ancient debt. If instead we 
had an unbroken, marked upward movement, it 
would seem to make the incompetent business man 
too secure to bestir himself to the utmost in pressing 
on with improvements. The gentle oscillations help 
to weed out the inefficient employers, who need to be 
displaced, as painlessly as possible, from control of 
their portions of the labour force of the country. 
During the short downward movements intenser 
efforts are directed towards the elimination of every 
form of waste. Duting the upward swings confidence 
expands sufficiently to enable bold experiments to be 
tried. And the gains of each period are carried for- 
ward into the next. All really violent oscillations, 
on the other hand, are dislocating, and inflict grave 
hardships and injustices on one group or another. 

If, however, we decided in favour of a régime of 
rising prices, it would be vain to expect to reap the 
chief of these advantages (the lightening of the burdens 
of debt) by means of legislative action ensuring per- 
petually rising prices. For only price-rises unforeseen 
by the lender have any efficacy for this purpose; a 
guaranteed price-rise would be taken into account 
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by the lender when bargaining about his rate of 
interest. 

The long-period history of mankind seems, how- 
ever, to testify to an underlying bias in the direction 
of bringing this form of relief to debtors. Whenever 
a counter-tendency of a deflationary kind becomes 
serious it has been broken down by some revolutionary 
stroke—a Solonian seisachtheia, a Roman demand 
for nove tabul@, royal debasements of the currency, 
war-time inflations, and abrupt suspensions of the 
gold standard—in order that the restless vocal section 
of mankind, the adventurers to whose efforts economic 
progress is mainly due, should thus escape “ cruci- 
fixion ” upon Bryan’s “ cross of gold.” 

At the present date, however (1932), at the end of 
a phenomenal downward swing that has left masses 
of past indebtedness almost intolerable, and has 
paralyzed much business energy through the seeming 
hopelessness of employers attempting to get profit 
incomes adequate to justify the anxieties and risks 
attendant on the effort of battling against the tide, 
there can be no differing from the almost universal 
view that as rapidly as is compatible with the absence 
of economic convulsions the price level should be 
pushed back towards what it was before the great 
débacle began. 


PART III 
MONEY, CAPITAL AND HUMAN ACTIVITIES 
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§1 

WHEN attempting to define and describe such things 
as wages, interest, and rent, one group of thinkers 
shows an instinctive bias in the direction of retro- 
spectiveness, another group in the direction of pro- 
spectiveness. The one thinks primarily in terms of 
justice, or of origins, with an eye on what has been; 
the other in terms of incentive, with both eyes on 
future results. “ Wages are the reward of effort ”— 
“Wages are the payment for output.” “ Interest 
is the price of abstaining and waiting ’—“ Interest 
is the payment for the use of capital.” 

Now, wages are never consciously a payment for 
effort, unless wages are taken to include such things 
as a pauper’s dole where the right to bed and break- 
fast is made contingent on the enduring of a spell 
at the treadmill. I don’t pay my gardener for his 
aching back and rheumaticky legs; and if I were the 
director of a joint-stock company, paid to be callous 
in the interests of shareholders, I should promptly 
dismiss him if a witch doctor would consent for the 
same pay to get the garden in trim by the use of a few 
magical formule that did not leave too bad a smell 
behind. The would-be wage-receiver declares that 
he is eager for a job. He may speak truth. But 
most often he is merely eager for an income; and as 
the world is so constituted that a plain, straightfor- 
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ward income, unharnessed to a job, is to him a semi- 
mythical thing that may go, no doubt, with fine 
clothes and a car, but is not for the likes of him, he 
shortens his statement, partly no doubt to win our 
moral sympathies, by declaring that he won’t be 
happy till he is married to a job; though in most cases 
his moral sensibility is sufficiently catered for if we 
invent for him some almost useless “ job” as an ex- 
cuse for relieving his absence of income. 

Is interest a payment for waiting and abstaining 
any more than wages are payments for hurrying and 
strainmg ? Surely it is a payment for the provision 
of opportunities. If the opportunities are embodied 
in specific capital goods the provision of which, and 
the obtaining of a return from which, involve the 
passage of time and some refraining from consump- 
tion, that evokes no greater readiness in us to promise 
the provider of opportunities a given sum per unit 
of time for the right to use these opportunities. 

Witness the extreme case (which the beginner 
indeed is apt to quote first and foremost as the typical 
case) of the banker’s loan. What was abstained 
from? Who did the waiting? What were the 
resources that the banker lent 2 

If we were dealing with the old-time note-issuing 
private banker, the chief among his resources would 
appear to be a private printing-press; and the most 
trusting of bankers could hardly be induced to lend 
that, for more than a very few minutes at least, even 
to the most favoured of his customers. If it were a 
present-day banker, and the “loan” took the form 
of an overdraft agreement, based, let us say, on the 
guarantee of our personal friend, Mr. Worldly-Unwise- - 
man, he would be granting us the use of something 
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very closely akin to the use of the earlier banker's 
printing-press—the right to increase the deposit money 
standing to other people’s credit; and the interest 
that we agreed to pay resembled rather a royalty on 
the number of deposit units (pound-days) that we 
ourselves wrung out of that printing-press, than a 
payment for the use of anybody’s new savings. 
The only other “resources” that he seemed to put 
at our disposal were connected with the gullibility 
and good-nature of Mr. W. He certainly did not 
accumulate any tangible resources, abstain, and wait 
till we came to ask for them; nor for that matter did 
his other customers (though much ingenuity is often 
exercised in attempting to show how they do their 
abstaining, it being assumed that some abstaining, 
somewhere, somewhen, must have been done to make 
possible the granting of a loan of “ capital”). The 
banker listened to our plea, and then pronounced 
the magic formula, “ Let there be resources ”—and 
there were resources—created seemingly out of 
nothing after the fashion in which, once upon a 
time, the cosmos itself emerged. 

What, then, were these resources in concrete fact ? 

Let us for a few moments re-tread a well-trodden 
path, and rehearse the story of Crusoe. For a time 
he lives upon coconuts and fish, and the winning of 
this income means six hours’ strenuous effort a day. 
He has the insight and the foresight to perceive 
that, had he the aid of a rope-ladder and a fishing-net, 
either his income or his leisure would be increased. 
I see three ways in which he may be pictured as 
attaining the desired end. (1) He may cut down his 
consumption by one-sixth and spend one hour a day 
on weaving his ladder. (2) He may for some weeks 
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toil overtime, acquire and set aside more coconuts 
than before, without consuming more; and then sit 
down beside his saved store, consuming it while 
constructing his new capital goods. (3) He may 
spend neither more nor less time than before on 
income-getting, but fashion his goods by extra work 
in overtime hours. 

The first of these methods suggests timid: foresight ; 
the third ambitious foresight; the second seems a 
compromise between the first and the third. The 
first method meant abstaining from unproduced in- 
come; the second, abstaining from produced and saved 
income-goods; the third meant abstaining from 
customary leisure. 

As soon as we turn from the isolated Crusoe to 
observe the actual emergence of a nation’s capital, 
we realize that the second method is wildly improbable 
unless there is an absolutist Pharaoh, or a Soviet 
Dictatorship, to tithe the people’s output of food, 
and store it in barns until the moment comes to whip 
the protesting food-producers to the new task of 
constructing the pyramids, the canals, or the hydro- 
electric works that the rulers had in view. But 
though no doubt such things may in some cases 
have come to pass, it must have been seldom that 
more than a relatively trifling amount of capital 
goods could have come into being in this fashion. 
Even such fundamental capital goods as highways 
and harbours would normally be created by demanding 
extra toil (the corvée) rather than abstinence from 
customary income. (Products of slave labour might 
reasonably be grouped under this heading.) What- 
ever may be the ultimate outcome of the Russian 
plan, in the past capital has grown, after the initial 
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stages, almost entirely by the third method—by 
individualistic foresight and strenuousness. 

This individualistic foresight will rarely involve 
conscious abstention from already produced wealth. 
It has, however, involved abstention from leisure, and 
(most important of all, and most foolishly neglected 
in Soviet Russia,—if we may judge by the official 
figures of the rate of growth of the population) ab- 
stention from reckless procreation. 

We see the same thing in the story of the export of 
capital. Except when obstructed by the faulty 
working of an international monetary standard, 
subscribing to a foreign loan is accompanied by the 
expanding activities involved in creating the goods 
represented by the loan (except in the case where 
exports have already been despatched on credit 
terms—constituting a short-period Joan—and the 
public issue for funding purposes is merely a recog- 
nition of facts belonging to the past). In this type of 
case there is a welcome abstaiming from undesired 
leisure, the leisure of under-employment.' But there 
was no abstaining from customary income: even for 
the wage-earners the reverse was rather the case. 
There was no accumulation of produced wealth held 
back until a safe foreign borrower could be found. 
There was not even any appreciable amount of 


1 Under the international gold-standard conditions of 1925-1931, if the 
loan implied the readiness to despatch goods which the existing distribution 
of productive resources and the rigid claims to money incomes of different 
sections of producers rendered virtually impossible, the raising of banking 
rates (in order to counteract the effect of our promise to lend by providing 
an inducement to foreigners to make short-period banking loans to us) 
by checking our productive activities forced upon us as a nation reduced 
wealth-getting and reduced consumption. But this abstinence from con- 
sumption was not a prerequisite of the attempt to supply capital, but an 
unforeseen after-effect of our folly in making a promise which could only 
be carried out by abandoning the international standard or pointlessly 
impoverishing ourselves. 


116 THE FUNCTIONS OF MONEY 


deliberate expansion of productive resources to meet 
future borrowers’ requests—though no doubt the 
productive resources in the exporting trades expanded, 
and in the English case expanded excessively, on the 
blind assumption that the volume of exports would 
never contract. 

Tf this were not so—if in fact the capital that we 
have been in the habit of exporting were to any serious 
extent the outcome of previous abstinence—there 
would be exceedingly strong arguments to be adduced 
in favour of Britain now adopting policies that would 
lead to a long series of adverse balances of trade in 
future years. 

A “favourable balance” is generally taken to mean 
an excess of exports over and above those that are 
necessary to meet the payments for imports, after 
account has been taken both of international services 
—shipping, banking, tourist services, ete.—and of 
the necessary international transfers of interest and 
dividends on past investments. Such an excess must 
(unless it represents a gift, voluntary or involuntary) 
appear as an addition to our foreign investments; and. 
our aggregate of present-day foreign investment 
holdings may be described as the accumulated favour- 
able balances of the last century or so. 

This accumulated balance to-day looks dangerously 
top-heavy; and any steps that would encourage 
English holders of foreign investments to exchange 
their rights, by sale to the foreigner, in order to 
subscribe to new home investment, or would en- 
courage foreigners to invest in new enterprises in this 
country, seem, at first sight, likely to make for a 
healthier state of affairs. (Such movements of capital ° 
would, of course, be automatically accompanied by an 
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equivalent inflow of unbalanced imports.) But if it 
be accepted as correct that our foreign lending opera- 
tions evoke the wealth that goes abroad, and that 
this wealth would otherwise never have come into 
being, the continuance of the policy of endeavouring 
to obtain favourable balances seems less unpatriotic- 
ally altruistic, and the advocacy of the favourable 
trade balance policy by our politicians less preposter- 
ous, than otherwise might appear. (This is perhaps 
one of those cases where popular instinct has come 
nearer to the truth than an imperfect philosophical 
analysis has done.) 

A broad generalization may here be interpolated. 
Capacity to come to the assistance of other countries 
by the provision of capital is a concomitant of any 
large development of plant and industrial organization, 
capable of turning out products for which there is an 
elastic demand abroad (not necessarily in the borrow- 
ing country), and not already working to full capacity. 
(This last proviso indicates the improbability of a 
country whose wealth is derived from agriculture 
ever being a serious investor of capital abroad; for 
farmers, in times of reduced demand, do not, as a 
general rule, curtail their output of crops by measures 
of contraction similar to those adopted by factory 
owners.) These exports, passing either directly to 
the borrowing country, or sent to a third country 
where their monetary proceeds are exchanged for 
goods to be imported by the borrowing country, 
constitute the capital (usually circulating or consump- 
tion capital) needed by her in order to bring about 
the developments at which she is aiming. 

In order that the exports may take place, the 
necessary amount of the money of the lending country 
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must be placed in the borrower’s hands, to be used 
either by the borrower or to be passed on (for use in 
purchasing goods in the lending country) to the 
nationals of a third country in exchange for the third 
country’s goods. Ifthe lending country, like England 
to-day, has a purely national monetary system, the 
spending of the money must lead to an expanding 
export of goods, services, or securities acceptable on 
foreign markets. (If the securities sent are securities 
giving claims on income produced within the lending 
country, their despatch is the equivalent of a reverse 
act of lending, partially offsetting the main act of 
lending.) But if the lending country has an inter- 
national money metal as the basis of its currency, 
there is a strong pull on this metal, pushing it towards 
exportation; and this pull may need to be counter- 
acted by the banking system offering to foreign bankers 
the attraction of lower-priced short-dated securities, 
such as bills of exchange; and the act of lowering 
their price in order to make them attractive to the 
foreigner is what is usually described as a raising of 
bank rate (a raising of the discount rate meaning, 
rather than causing, a reduction in the banks’ price 
for bills), and involving an accompanying raising of 
the rates charged for other banking services. The 
advantage to a country (like France) in holding much 
gold is that the export of redundant stocks can be 
permitted without these dislocating acts of banking 
policy being involved. 

Parallel with this question of capital exports we 
may note the familiar historian’s statement that the 
mercantile profits won from the trade with the Far 
East in the seventeenth and eighteenth centuries 
laid the basis for our subsequent rapid development 
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of wealth. For those of us who have been brought 
up to think of capital as a visible store of past savings 
available for new wealth-production this statement 
has a bewildering quality about it. What was the 
new capital that the merchants brought in ? 

But if it were stated that the successful traders 
brought in gold, or attractive trinkets, that others 
would be stirred into extra effort to obtain; or that 
they brought in new habits of luxurious living that 
others would strain themselves to emulate, the point 
becomes more nearly self-explanatory. For in 
similar fashion in modern America the cheap motor- 
car, supplied to artisans on the hire-purchase system, 
provides (we are told) the stimulus to extra effort 
that, combined with some slight abstention from 
customary consumption, justifies the calling into 
existence of these semi-capital goods and of the plant 
required for their construction. The car, the gramo- 
phone, and the radio set seem in much the same way 
to be laying the basis of a modern type of capital 
acquisition in the less civilized parts of Africa, the 
car bringing with it the necessity for other capital 
in the form of developed roads and primitive bridges. 


§ 2 

Returning to the primitive moneyless community 
and its unwritten history, I find it convenient to 
abandon the customary interrogatives and subjunc- 
tives and drop into the simpler dogmatic mood. 
(I tell of the things that must have happened, of the 
things therefore that ex hypothesi did happen; and 
since they did happen, then—in the words of Ko Ko 
—‘ Why not say so ?’’) 

It was the ambitious, rather than the timidly 
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saving, who collected loanable wealth as a source 
of power. Not simple consumables, like rice and 
nuts, but spears and shields and horses and canoes. 
These the primitive capitalists lent out to the adven- 
turous, where the adventurers seemed likely with the 
aid of borrowed weapons and tools to bring in booty 
ravished from the enemy or from the forest or the 
sea. And a payment for opportunities was exacted, 
perhaps a royalty per day for the borrowed embodi- 
ment of capital, or a sleeping partner’s percentage 
of the “ quasi-rent ” (or net yield). The shields might 
return badly dented, or be left behind in No Man’s 
Land; the canoes might be badly battered or disappear 
beyond hope of recovery. There was risk. But how 
much greater the risk if, along with the fixed capital, 
consumption capital was handed over too! The 
painfully saved measures of grain would never return 
with the returning venturers however successful the 
venture might prove. 

Here, then, was a prodigious step towards confident 
capitalism that needed to be taken. But the way 
was made easy by the institution of mortgage. And 
if nothing else was available to be pledged, there was 
always the venturer’s body to be handed over in 
servitude to the creditor. The consequent debt 
slavery that ensued was, we are told, so extensive 
in the case of sixth-century Attica, that it became 
one of the chief problems—not unlike modern war 
reparations—for which Solon was called into power 
to impose an equitable settlement. 

The interest or royalty payments could well take 
the form of payments of grain (even as the incomes 
of the pentacostomedimni and the other classes were 
assessed in measures of grain), but that the loaned 


MONEY AND CAPITAL 121 


capital should itself be grain, unprotected by mortgage 
of something more durable, was a more serious step 
in the evolution of capitalism. 

But already the priesthoods had given their blessing 
to amulets and charms the possession of which won 
favour in the eyes of the gods—silver, or cowrie shells, 
or gold. The accumulator of these had primarily 
much the same ambition as that of the modern 
religious kleptomaniac who gloats over a hoard of 
hymnbooks and hassocks; but all right-thinking people 
had at least some impulse to join in the same pursuit. 

These embodiments of wealth, moreover, had par 
excellence the quality of durability. In the hoarder’s 
hands they were not expected to deteriorate. And 
if the practice of hoarding grew—as it naturally 
would under the special impetus of religious precepts 
and moral maxims—and new production of the 
amulets did not keep pace with the hoarding, the 
amulets actually gained in magical capitalistic power." 

In time the sacred metals, while remaining sacred 
and desirable in themselves, became gradually com- 
mercialized into media of exchange, and rather more 
hazily into standards of value. When the hoarding, 
however, outran the new production, and the aggre- 
gate output of other forms of wealth remained sta- 
tionary, their value rose. Other goods thus fell in 
price; and the philosophic no doubt explained this 
as the natural concomitant of progress in a virtuously 
saving community. 

It would have been impious—had anyone turned 
his thought to ponder so perverse a suggestion—to 

1 If we had the right to assume that, under the influence of moralizing 
precepts and proverbs, the tendency to hoard normally outweighed the 


mercifulness of rulers in resorting to periodic debasements of the currency, 
we should get a new vision of the history of Usury and Usury legislation. 
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attempt to control and regulate their value (as at a 
later date it was felt to be definitely impious to use 
anesthetics in surgery), since this meant interference 
with the justifiable capriciousness of the gods. (Is 
not this still the underlying, half-conscious feeling 
of Mr. D. M. Mason and his associates of the Religious 
Money Association? For how, they must feel, could 
money, controlled by sordid human motives, ever 
be “ sound ” 2) 

But once commercialization had debased the sacred 
metals from being simply “ sacred” (and therefore 
having “ intrinsic value ”’) into being at the same time 
something utilizable as a means of exchange, the 
lending of money came to involve the same risks as 
the lending of food. It was not strictly lending, as 
in the case of the loaned canoe, but permission to 
spend the loaned money now, in order to consume 
things now, accompanied by some guarantee that an 
equivalent should be returned later; and if no mort- 
gaging of durable wealth could be attached to the 
loan contract, the risk to the lender would naturally 
seem colossal. One has merely to compare the god- 
like complacency with which one lends the lawn- 
mower to one’s neighbour (even when it is clear that 
he lacks the true, scientifically mechanism-preserving 
touch on the handles) with the anticipatory twinges 
of sleeplessness that accompany the loan of half a 
crown, in order to realize what a vast step had to be 
taken ere moneylending could become a common- 
place thing. We are not surprised, therefore, to find 
that even in the case of the highly respected bankers 
of classical Athens the deposit rate stood usually at 
10 per cent. 

In this stage, when “ bank money ” does not yet 
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exist to supplement visible concrete money, any 
holder of money possessed the power to expand by 
his loans the productive activity of others; and this 
productive activity might call into existence the 
capital itself, as well as the income subsequently 
yielded by the capital goods (or else call into being 
the increased personal capital of strength and hope 
in the previously starving borrower, as well as his 
extra subsequent earnings, representing quasi-rent 
on acquired personal efficiency). Both then and now 
it is very much as if a primitive autocrat kept in his 
cabinet a collection of wands of office which he hesi- 
tatingly handed out, for short periods, first to one 
pleading courtier, then to another, each wand carrying 
with it the assurance of obedience by sections of his 
subject people, so that one courtier could call out a 
fleet to go on a plundering expedition, while another 
could call out the conscript labour to repair the 
wharves and docks to make things right for the bue- 
caneers’ return. The “ resources lent ”’ were not the 
galleys and wharves, but the wands and signet rings 
that led to their being put into suitable condition. 

To-day this power to lend the magic wands is 
shared by two groups: the holders of banking de- 
posits, and the controllers of the banking systems. 
The former are the possessors of a precisely numbered 
collection of wands, the latter of the power to fashion 
new wands in indefinite (though seldom in infinite) 
quantity. 

This latter power, when perceived, is quickly felt 
to be a monstrous deviation from the natural order 
of things. The use by the original money-holders 
of their prudently and imperceptibly acquired powers 
is beneficent white magic. But the new banking 
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holders of money-~producing power are traffickers in 
black magic; and all right-thinking people naturally 
abhor their intervention when the intervention be- 
comes observable, and stigmatize it as that child of 
the devil, Inflation. Partly this reaction to the 
bankers’ activity is an instinctive revulsion against 
any tampering with the intrinsic “soundness” of 
money, such as is necessarily repugnant to the deities 
that first blessed the monetary metals and gave them 
their beneficent power—a power, moreover, that 
could rarely be acquired except by the morally best 
—namely, the industrious and self-restrained. But 
though this instinctive reaction is fundamental, it is 
reinforced by the rationalizing instinct, which leads all 
men to justify to themselves their actions and their 
beliefs after the acts have occurred and the beliefs 
have hardened into immovable blocks of granite. 
The search for reasons to justify their instincts leads 
the conservative types to recall with vivid emphasis 
historical episodes when the primitive autocrats, in 
a mood of exhilarated expansiveness, handed out all 
the wands of office at once. The courtiers who 
snatched at the wands rushed eagerly forth, each 
seeking to get the maximum volume of service per- 
formed at his single command; and in the resulting 
confusion the community resembled an ant-hill 
disturbed by a clumsy boot, rather than an orderly 
organization where “in normal times” all move 
indefatigably about the common business. And so 
the wharves were expanded out of all proportion 
even to the maximum requirements of the nation’s 
shipping, while the fleet that was to bring back the 
golden fleece was so ill-equipped, so leaky, and so ill- 
manned that the golden fleece was never won. Re- 
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membering, then, past histories such as this, right- 
thinking people dreaded the black magic, declaring 
that it must always bring its own nemesis; and that 
the divine wrath can only be avoided if the money- 
holders, with selective caution as regards the choice 
of privileged borrowers and of the types of expedition 
to be undertaken, practise only the white magic 
that the gods have always blessed. 

But ever since the Bank of Amsterdam (1609-1791) 
surreptitiously, and with almost fantastic precautions 
to preserve secrecy, began to practise the black magic, 
bankers have been found to follow in the same path. 
And bankers, on the whole (though with many excep- 
tions, including the Bank of Amsterdam itself), 
having learned how to prosper by making reasonable 
selection among would-be borrowers, were not only 
able to lower the royalty payments (or lombard rates) 
that they themselves charged, but were gradually 
enabled so to impress those others who retained the 
power to work the white magic, that the latter, being 
essentially of the timidly acquisitive type, became at 
last content to accept a diminutive deposit rate in 
order to allow the black magicians to act (nominally) 
as their intermediaries, gaining thus a feeling of 
security almost equal, and in times when robbery 
was no negligible possibility, more than equal to that 
to be obtained by watching over magic wands held 
cautiously back in the holders’ homes unlent. 

Thus all three parties achieved a net gain, or seemed 
to do so—the business borrower, the rentier saver, 
and the banking magician. Seemed: for it was not 
easy for any of them to note that, the more magic 
wands that the bankers handed out, the less the 
magical power of each individual wand in compelling 
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at least the service of the simpler types of labour 
and in making possible the purchase of the staple 
forms of food. But the relative strength in these 
directions of hoarded wands (hoarded by the rentier 
at home, or held by the banker as the basis of his 
activities) evaporated so gently through the increase 
in the numbers of those that the bankers magically 
created, and the expansion of the new types of income 
created for all strata of society by the more skilful 
borrowers was so great, that the latter result was 
more than sufficient to counterbalance the loss of the 
relative magical power of each separate wand against 
the magical power of all the wands taken together. 

If the annual flow of goods could have been what 
it is now without bankers having arisen, the pur- 
chasing power of each unit of money would be some 
three times what it is now. But without the bankers’ 
inflationary magic in the past the real national 
income, and the total of things that all the money 
will buy, would now be so much smaller than it is, 
that the absolute purchasing power of each unit of 
our 450 millions of paper and metallic notes would 
certainly be much less than the purchasing power of 
each unit of our present 1,200 millions (300 millions 
of bearer money outside the banks, plus 900 millions 
of “ current accounts ”). 


§ 3 
With the development of the practice of money- 
lending—at first short-period lendings for near-by 
specifically mentioned ends, but expanded gradually 
into long-period borrowings in various forms of 
bonded debt—there comes to be more and more 
definitely established a loan market, within which 


a 


MONEY AND CAPITAL 127 


changing rates of interest come to be recognized. 
The rate of interest, being a price, is axiomatically 
recognized to be dependent, like other prices, on all 
the changing conditions of demand and all the forces 
expanding and contracting the volume of supply. 

- Bat what is it that is “supplied”? Our axiom 
leaves us with but a vague and shadowy idea of its 
nature. We are not satisfied to describe it as money. 
For we observe that when a State is expanding its 
money supply by emissions of paper, the rate of 
interest, under the influence of expected rises of prices, 
rises fast, and no expansion of supply can hold it 
down. Nor, if the expansion is brought to an end 
after a higher price level is established, have we any 
justification for thinking that the enlarged supply 
will be available at lower charges than the original 
smaller supply. Hence there is a real awkwardness 
in treating interest as a payment for “the use of 
money.” And indeed a little thought shows us that 
there is even a stronger reason than this for objecting” 
to the phrase “the use of money.” However much 
the market phraseology insists that the borrower has 
“the use of £1,000 for a year,” it is clearly not so. 
The borrower takes the right to spend the money now, 
on the undertaking that he will replace it by a similar 
sum at the end of the period of time named in the 
agreement; and it is a whole series of unknown buyers 
and sellers, borrowers and lenders, who will be using 
the money between the date of the loan and the date 
of its repayment. 

But as regards the forces on the Demand side that 
govern the rates of interest it is incontestable that 
the normal principle must hold good: that there must 
always tend to be an equalization between contractual 
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interest rates and the borrowers’ subjective estimates 
of prospective net yields from the capital goods that 
they (the borrowers, not the lenders) intend to call 
into being as a consequence of the loan formule being 
pronounced. This adjustment, however, in the cases 
where interest rates are too low, may take place less 
by the contractual terms moving upwards to meet 
the expected net yields (as happens when the loan is 
a loan of existing fixed capital) than by the value of 
the expected additional output from the expanding 
volume of real capital falling to coincide with the 
contractual rates. 

If, then, we kept one term, such as “ Opportunity 
payments ” for the contractual price paid by A to B 
in acknowledgment of the provision of any type of 
opportunity—whether embodied in land, machines, 
money, or royally granted economic privileges—and 
“ Opportunity yields ” (or some similar term) for the 
net yield from the use of any of these things, we have 
a division which, for some purposes, though not for 
all, is more satisfying than the customary divisions. 
Under the customary analysis, Rent is the yield from 
the permanently fixed stock of free gifts of nature 
(including exceptional natural human ability); Quasi- 
rent is the yield from specific capital goods (including 
acquired types of ability and forms of business or- 
ganization), where the transitional period required 
for the correction of maladjustment of supplies (the 
“short period ”) is comparatively long; and the con- 
tractual payments corresponding to Rent and Quasi- 
rent are covered by such phrases as “ Commercial 
Rent’; while “Interest” wavers between being a 
payment for the right to use capital goods in general , 
and the actual yield from specific capital goods such 
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as coal, where the “short period” required for 
correction of maladjustments among resources is so 
short that serious maladjustments have little chance 
to occur. 

A drawback to this conventional contrast between 
‘Rent and Interest— Rent” when the adjustment 
period is infinitely long, and “ Interest’ when it is 
treated as being infinitely short—is that it looks too 
much backward to the generally irrelevant considera- 
tion of origins of the agents used, while it ignores 
the similarity between the various cases of con- 
tractual payments for definite periods, where that 
which corresponds to “the short period ” is settled 
and made binding in the course of negotiating the 
transfer of resources or the transfer of power. 

If the term Interest be reserved for, and made 
coextensive with, the payments for opportunity 
granted in the form of the right to spend money, 
banking charges (even the charges in connexion with 
an overdraft granted to the client who desires to 
speculate in shares) become assimilated to the interest 
on debentures, which are generally subscribed on the 
assumption that real capital will be created and used 
to create real income; and we can see a justification 
for banking charges, stated in terms per annum, 
being sometimes high above and sometimes deep 
below the charges connected with the investment use 
of long-period real capital; for opportunities of a 
short-lived type may present exceptionally strong or 
exceptionally weak opportunities of bringing gain to 
the borrower, even while opportunities connected 
with existing real resources show no appreciable 
change. : 

The outstanding feature that differentiates mone- 

9 
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tary lending (whether in the form of bank loans or 
of international loans) from the lending of buildings, 
land, etc., is that the real subjects of the loan, for 
the use of which interest is offered, do not (as a 
general rule) come into existence until after the loan 
formule have been pronounced. 

This narrowing of the word Interest is in accord 
with business practice; but its recognition seems to 
prevent Interest from being used as the correlative 
of Capital in the same sense that Wages are the 
correlative of Labour, and Rent the correlative of 
Land, so that we must hesitate about making such 
generalizations as the statement that Interest is “ the 
price paid for the use of the community’s new savings 
for the excess (that is) of current production over 
current consumption.” The offer of wages evokes 
labour services, which are supplied by the receiver 
of the wages, and paid for by the recipient of the 
services. The offer of interest evokes permission to 
use capital; but the capital is produced by the interest 
payer and not by the interest receiver. In the case 
of rent the land is there unaltered, before and after 
the contract is made. 

§ 4 

To return, then, to the lending of money. 

Economists have naturally been inclined to give 
most of their attention to those aspects and functions 
of money that lend themselves to mathematical 
treatment—-money as a medium of exchange, money 
as a standard of value. The function of money as 
a store of value also gets mention; but “store of 
value’ suggests too much, perhaps, the actions of 
the timid ant-like accumulator and the anxious 
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accumulator’s outlook on life. Money, I suggest, 
has served a greater purpose as a store of economic 
power, especially the power to evoke capital goods. 
If the timidly saving types, however, build up mone- 
tary stores, by sheer abstinence unaccompanied by 
extra industry, or the ambitious types achieve the 
same result by extra effort unaccompanied by extra 
consumption, and continue to provide “ waiting” 
that never passes into action, then this abstaining, 
though temporarily beneficial to the rest of the 
community, achieves nothing towards the building up 
of national capital, until the saved stores are wrenched 
from them, or inherited by, the adventurously pro- 
gressive to be utilized as sources of power. 

In a community made up solely of entrepreneur- 
workers (master-craftsmen and peasant farmers), 
where there is neither a wage-earning class nor a 
rentier class basing its strength on a network of 
contractual obligations (rents and bonded debts), the 
individual who abstains from buying his equilibrium 
share of what others produce, in order that he may 
build up a store of money over and above what all 
are accustomed to carry as their average holdings of 
business money and pocket money, deflates the price 
level. The rest of the community consumes what 
the saver might have consumed; and Mr. Robertson 
sums this up by saying (Money, p. 95): “‘ The intended 
thrift of the [saving] public has all gone to waste, 
and failed to benefit trade and industry in any way.” 
But in this hypothetical community’ do “ trade and 
industry ” (z.¢., all others than the monetary savers) 


1 Mr. Robertson’s footnote on the same page seems to imply that we can 
ignore the present-day relationship of rentier and entrepreneur, and that the 
“waste ” would occur if this division of functions were not present. 
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suffer any loss through having more to eat and more 
to wear, even if these sections have a fixed standard 
of life and respond to the fall in prices by producing 
less, as if saying: ‘‘ This abstemious brother continues 
to produce while consuming x units less; let us pro- 
duce » units less.” The fall in prices in itself does no 
injury. The non-savers either work as before and 
consume more, or work less in order to consume as 
before. The prices of the services (not contractual 
wage-payments) and of the goods that they buy from 
one another in order to produce their output, fail 
equally with the prices of the finished goods they sell. 

No doubt those among them who are sufficiently 
modern-minded to have become money-minded will 
feel poorer when their incomes have fallen from 
400 ducats to 300, even though people of the “ too 
clever” type point out that the 300 buy as much as 
previously the 400 bought. This they will admit 
provides some slight compensation. But only the 
sordid-minded and the “too clever” talkers want 
money for the sake of what money willbuy. Straight- 
forward folk—the pure in heart—desire money for 
what it ¢s—viz., Money; and no right-minded person, 
whose soul has not been debased by dwelling overmuch 
on the thought of consumables, will admit that the 


1 Why this perpetual, futile chorus of “‘ What for?” Aexults in taking 
vigorous exercise. ‘“ What for? Is it in pursuit of health ?” B’s heart 
is bent upon the maintenance of perfect health. ‘What for? Is it in 
order to have the utmost efficiency and be able to take enjoyable exercise ?” 
C desires status. ‘‘ What for? Is it because status brings influence and 
power ?” D thirsts for power. ‘‘ What for? Is it for the sake of the 
status that goes with power?” E desires money. ‘‘ What for? Is it for 
the multitude of things that money will buy ?” F pursues material wealth. 
“‘What for? Is it for the satisfaction of contemplating colossal monetary 
figures 2” 

RNo. I want what I want because I want it. And what better reason 
could @ man have? And if it is money that I desire, why am I more open 
to criticism than if I had chosen health or wealth or broad acres, or the 
largest possible collection of postage stamps ? 
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recipient of 300 ducats is as blessed as the recipient of 
400. 

But now let the savers, or their heirs, bring out the 
hoarded money to spend. The spendthrift heir will 
ask for more of the customary things that “ trade 
nd industry” produce. If trade and industry have 
slackened off (owing to the prevalence of the fixed- 
standard attitude of mind) they will be keyed up to 
produce as much as before, turning out once more 
the units that for the time they saw no need to 
spend toil upon. But when the idling spendthrift has 
dissipated his hoard, he too will be driven to produce 
the equivalent of his own consumption. The price 
level will be where it was at the beginning (the popula- 
tion being stationary and the industrial milieu static), 
and the temporary gain that was enjoyed during 
the period of the building up of the hoard (more 
leisure with an unreduced real income) is seen to be 
temporary. 

Thus abstinence is seen to be a genuine virtue, 
benefiting all except the abstainer, who must be con- 
tent to know that virtuous abstinence is its own 
reward. 

If, however, the non-moneyed “trade and in- 
dustry ” section had not slackened its energies and 
had grown accustomed to a higher real income gained 
by unchanged effort, then the reappearance of the 
hoarded money, to be used either spendthrift fashion 
or to build new capital goods, will raise the prices 
of goods more than the prices of services, and cut down 
real incomes unless trade and industry can respond by 
overtime effort. For some workers are withdrawn 
from producing the customary amount of income 
goods to produce either the extra requirements of the 
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spendthrift or the new capital goods, and in either 
case there is enforced abstinence either from cus- 
tomary leisure or from customary consumption. 

The original withdrawal of money by the hoarders 
may or may not have acted, during the period when 
the hoards were being formed, as a negative stimulus 
to effort. For those who think in terms of real 

‘income it will depend upon whether their demand for 

a definite flow of consumables is more rigid or less 
rigid than their demand for an unchanged total of 
leisure. For those who think in terms of a money 
income it will depend on whether their demand for this 
is more or less inelastic than their demand for leisure. 
The results, according as they think in terms of 
money or of goods, will lead to opposite conclusions. 
But the reappearance of the money on the markets 
is a positive stimulus to resume full work if the gain 
has been taken out in increased leisure, or to work 
overtime if the gain has been accepted in the form of 
a higher real income which folk are now reluctant to 
forego. 

But in the more complicated world of entre- 
preneurs, rentier-capitalists, and wage-earners, the 
building up of the hoard, with its accompanying fall 
of prices, is a genuine source of embarrassment to the 
controlling spirits of enterprise—the debt-laden entre- 
preneurs confronted by money-minded wage-earners. 

1 If we picture this hypothetical isolated community as having a pure 
gold standard (using gold coins and no other forms of money whatever), 
and having a growing population, so that a continued output from the 
gold mines is required in order to prevent a downward trend in the price 
jevels, then @ refusal on the part of the miners to continue working plays 
the same part as hoarding would have done if the population had been 
atationary. Are we to say that by striking work the miners “place re- 
sources ” in the hands of the rest of the population, and by inconsiderately 


resuming work they produce gold, withdraw resources, and incidentally 
bring about “ forced saving ” ? 


. 
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There is definite discouragement, and the fall in pro- 
duction involves an involuntary fall in consumption 
for the whole community over and above the de- 
liberately reduced consumption of the hoarders (or 
their deliberate abstention from sharing in the pro- 
duction of capital goods). The rentier and the undis- 
missed wage-earners may now consume more of the 
reduced total, and this involves a possibly regrettable 
redistribution of wealth; but from the point of view 
of the community as an aggregate this unmerited 
extra consumption of theirs is not in itself an evil.’ 
The savings have not “run to waste” even if they 
have gone into the wrong mouths. The waste con- 
sists (apart from any demoralizing effects and some 
lessened satisfaction due to maldistribution) solely of 
the check to production and the consequent reduced 
power to consume,—a compulsory abstention (or 
“forced saving”) that normally accompanies, not 
rising, but falling, prices. 

If the hoarders are among those who already 
possess a safe rentier income, they doubly gain, 
through increased real consumption from that part 
of their money income that they spend, and through 
the increased producing and consuming power repre- 
sented by what they hoard. 


1 In the converse case of the monetary authorities expanding the currency 
more than the hoarders are contracting it, it is not true that they “* extort 
forced savings from the public” (Mr. Robertson’s ‘“‘ Theories of Banking 
Policy,” in Pigou and Robertson, Essays and Addresses, 1931, p. 107). 
One portion of the public (the predominantly creditor groups) suffers in 
this way; but the profit-makers, with their increased following of employees, 
are enjoying increased consuming power, The total of consumption would 
be reduced only if productive resources, previously engaged in producing 
consumables, were being diverted by the recipients of the new money 
to such purposes as capital equipment. 
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§5 

This, then, is what I believe to be the dominant 
historical significance of money and the explanation 
of the major part of that expansion of wealth that has 
accompanied any great expansion of money supplies, ” 
such as the earlier cases of an influx of silver from the 
New World or from the East, or the gold discoveries 
of the last century: money is the great stimulant to 
activity. Not merely in the case of the morbid 
miser, and not merely in the case of the consecrated 
gold, but for the great majority of us, and in the 
attenuated form of invisible bank money, money, as a 
stock and also as a flow (felt as being in itself an 
income and not a mere measure of real income), 18 
largely adored as a store of power; and, beyond a 
certain vague limit for each of us, it is predominantly 
thought of not as a means at all (“store of value” 
suggesting too much the means of making future 
exchanges) but as an end in itself. Hence striking 
additions to the monetary supplies have acted as 
direct stimuli to wealth production—not merely 
indirectly through the freeing of the entrepreneur- 
debtors from part of the burdens of their contractual 
obligations." 

But most markedly has money stimulated those 
activities that have embodied themselves in fixed 
capital. Witness the enormous growth of the world’s 
productive plant that accompanied the great: infla- 
tions of 1914-1920—a growth so violent that the 

1 In the economic sphere money plays something like the same part that 
in the social and political spheres is taken by birthday honours (ribands, 
titles, and stars). But the stimulus can be overdone. In the German 


and Austrian inflations it became a case of —“ And Dukes were three a 
penny.” 
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“ rationalized ” use of it has become one of the world’s 
social problems and has necessitated, in many coun- 
tries, the adoption of the semi-communist device of 
maintaining, at a level of real income high in com- 
parison with that to which mankind had in earlier 
years accustomed itself, millions of would-be workers 
in a state of reluctant idleness. 

Needless contractions of the money supplies in 
post-war years have done much to neutralize the 
vast economic gains of this great period of monetary 
stimulus. (Indeed in this, as in earlier post-war 
periods, the pious may well find ground for believing 
that the gods frown on victory in war. For ever 
and again they castigate the victors by sending among 
them the mental disease that clamours for deflation. 
Or is it that mankind instinctively wards off Nemesis, 
after any great success, by seeking means of self- 
castigation ?) 

An extreme case is the paradox of the present-day 
“ shortage of circulating capital” in Germany. 

How is it possible for a modern nation, possessing 
much under-employed apparatus and unemployed 
labour, to be compelled to struggle along under the 
handicap of such a shortage if (provided it has a 
monetary system detached from international ties) 
its bankers act with courage and sanity in creating 
bank money in favour of the right business borrowers ? 
For what is it of which there is a shortage? Raw 
materials? Foodstuffs to give to wage-earners ? 
Willingness and power to “ abstain” or “ wait ” for 
short periods ?? 

1 Similarly those who talk glibly about the “exhaustion” of capital 
during a boom, as being the cause of a subsequent depression, never explain 


what exactly this capital is, that has been used up or is running short. 
There is certainly an exhaustion of the willingness to invest (.e., to permit 
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I find it difficult to believe that there exist any real 
shortages, or any necessity for such shortages. The 
shortages that are actually felt can be remedied from 
the monetary side without any necessity for plunging 
into Communistic programmes in order to end them. 
(Some of them, in fact, may well be remedied if, after 
Lausanne, Germany takes a share in providing re- 
construction loans for the minor states. In helping 
to supply their deficiencies she will do something to 
reduce her own.) 

Academic economists have been wont to dwell 
almost exclusively upon another set of points—the 
lightening of the burdens of debt and the transfer of 
power from the passive rentier to the active entre- 
preneur--as the benefits that account for the economic 
progress that normally accompanies an expansion in 
the volume of money. No doubt these played their 
part even in the earlier cases of inflation, when the 
network of bonded indebtedness was trivial compared 
with what it is to-day. But much the same regults 
would have appeared even if contractual debts had 
been non-existent. To-day—possibly, though not 
certainly—the ubiquity of bonded indebtedness out- 
weighs in importance the direct stimulating effect of 
monetary expansions and the paralyzing effect of 
monetary contractions. But even to-day these latter 
play, I believe, no small part; and it is the under- 
emphasis—carried to the point of virtual neglect—of 
the direct stimulating effect on the individual of 
money and the prospect of getting more money that 
I believe needs correcting. 





monetary transferences in the creating of capital); but those who shrink 
from nationa] spending because it “dissipates ” capital that needs to be 
conserved bear a close resemblance to those who fear to dissipate health 
and strength by taking exercise. 
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As regards human welfare—as distinct from wealth 
—the money magic plays an outstanding part, owing 
to this broad stimulating effect upon activities in 
general. A nation’s “Standard of Life,” if we may 
adopt Marshall’s definition, is its standard of activi- 
“ties adjusted to wants. Its wealth, when we attempt 
to sum it up as a flow—the National Dividend, or 
National Income—appears as a volume of wants 
extinguished. The welfare value of the satisfaction 
(or extinction) of one want is connected with the 
opportunities that this provides for new and higher 
wants to arise; for if all our wants were extinguished 
we should perish from asphyxiation through the 
absence of the oxygen of desire. Without some 
measure of frustration in the achievement of ends— 
“ desire ” always implying a partial frustration, and 
(as every schoolboy knows) there being no thrill in a 
game of Rugby when the other side never attempts 
to prevent one doing as one likes with the ball—there 
can be no such thing as well-being, however rapid 
may be the growth of what we call wealth. Of late 
years there has been overmuch economic frustration 
in the world, and the world has not merely been held 
back in wealth-getting, it has been pressed down- 
wards into misery by the painful frustration éf 
healthy instincts. To-day the needs of human welfare, 
as well as of the growth of mere wealth, call aloud for 
the unfreezing of the magical power of Money. 
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